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Legal Section 
Edited by R. E. O’NEILL, A.1.c.A. 


Lire INsuRANCE Act, 1945. 
L. B. WRIGHT, A.I.C.A. 


The above Act which came into force on 20/6/46. has at long last 
supplied a measure which this country badly needed. Life Insurance 
to-day is a mighty factor in the economy of this country both from a 
national and personal point of view and the introduction of a nation wide 
legislation was unfortunately belated. The Life Insurance Companies had 
long been agitating for a Commonwealth Act to govern their industry, 
but while several attempts had been made in this direction it is forty 
years since the Federal Parliament passed legislation directly concerned 
with Life Insurance. 

Prior to the present Act, Life Assurance Law consisted chiefly of a 
number of State enactments. These were in many respects, particularly 
fin N.S.W., insufficient and often varied in their provisions. This led to 
many administrative and legal difficulties and practically the only solution 
tc many problems was to seek the ruling of the Court. With the advent of 
the new Act much progress has been made. The old State Acts are 
superseded (except where some right conferred by a State Act is not 
contained in the Federal Act then that right shall remain) and a uniform 
practice throughout the Commonwealth now prevails. In the event of 
disputes the matter may be referred to the Insurance Commissioners who 
nay act as arbitrator and issue a binding award. 

The Act also tackles the contentious subject of Surrender Values, Paid 
Up Values and Cash Values of Reversionary Bonuses. In effect minimum 
values to be allowed to policyholders under these headings are set out in 
the Act. This cannot be other than a great source of satisfaction to the 
majority of the Life Companies and their policyholders. 

While the Act contains much of general interest it also contains to 
Accountants and Auditors much with which they must become familiar 
las certain obligations and responsibilities are put upon them. 


ParRT III. 
Division 1—REGISTRATION. 

The Act is administered by the Insurance Commissioner and _ all 
Companies carrying on any class of Life Insurance business in Aus- 
tralia must register with the Commissioner within the prescribed period 
from 20/6/46. A person, except a person acting on behalf of a registered 
company, may not carry on Life Insurance business after 20th December, 
1946. Life Insurance business is defined in the Act, but a person or 

ompany shall not necessarily be carrying on Life Insurance business by 
Teason only of the fact that renewal premiums under a policy are 
tollected or paid in respect of a policy issued outside Australia to a 
berson resident outside Australia at the date of issue of the policy. 
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The name of the company’s auditors must be furnished when the 
company is applying for registration. 


Division 2—Deposits. 

This provides that companies carrying on Life Insurance business must 
deposit money or approved securities (as defined) up to a maximum of 
£50,000 with the Federal Treasurer. 

Where a company deposits money the Treasurer will invest the 
amount in approved securities selected by the company or as he determines 
if no selection is made. Interest will be paid to the company. A certificate 
issued by the Treasurer is available to show the nature and extent 
of the company’s deposit. 

In the event of approved securities lodged as-a deposit depreciating in 
value the Treasurer may require the company to increase its deposit to 
conform with the requirements of the Act. The Act is silent as to 
procedure should deposited approved securities appreciate in value. 

The Treasurer is responsible to all persons injured by reason of the 
fact that deposited securities have been lost, stolen, destroyed or damaged 
while so deposited. 

If the company ceases to carry on Life Insurance business the 
Treasurer may permit the withdrawal in whole or part of the deposit 
having regard to the company’s liabilities under policies registered in 
Australia. 


Division 3—StTatTuTorY Funps. 

Under this division every company must establish a statutory fund, 
under an appropriate name, in respect of its life insurance business. 
Separate funds, appropriately named, may be established for separate 
classes of life insurance business. After the establishing of a statutory 
fund all amounts received by the company in respect of that class of life 


insurance business covered by the fund shall become assets of that fund. 

The assets of a statutory fund shall not be available to meet liabilities 
or expenses of the company other than: 

(i) liabilities referable to that class or those classes of life insurance 
business ; and ‘ 

(ii) liabilities charged on those assets or any of them immediately 

prior to the commencement of this Act; and 

(iii) liabilities in respect of profits distributed to shareholders or 

policyholders in accordance with the provisions of the Act (Sect. 
50). 

The Act also provides that securities lodged with the Treasurer in 
respect of any Statutory Fund shall be regarded as securities for the 
discharge of the liabilities of that fund only. 

The assets of a Statutory Fund shall not be mortgaged or charged by 
a company other than to obtain a temporary bank overdraft. 

How long a period of time is meant by the word temporary is not 
indicated. 

Any mortgage or charge of assets given in contravention of this 
section shall not be invalidated by reason only of this fact. The 
Commissioner may apply to the Court to declare any such transaction 
invalid but the Court shall not make such an order if the rights of any 
person who has acted in good faith and without knowledge of the contra- 
vention shall be prejudiced thereby. 

The assets of each fund and the income therefrom must be kept 
separate from all other funds belonging to the company. A company may, 
subject to its constitution, invest the assets of a ‘statutory fund as it 
deems fit provided no investment is made directly or indirectly in any 
company carrying on life insurance business. 
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Division 4—Accounts, BALANCE-SHEETS AND AUDITS. 


Where a company keeps separate statutory funds in respect of its 
ordinary and its industrial business, separate accounts of receipts and 
payments in relation to each class of business must be kept afid separate 
accounts relatihg to how the fund is derived from each class must also be 
kept. 

Where any amount is received or paid by the company in respect of 
both ordinary and industrial business that amount must be apportioned 
in an equitable manner between the ordinary and the industrial business. 
The company’s Auditors must certify to this apportionment. 

Any alteration by the company in the book value of an asset must be 
treated as a receipt or payment as the case may be. 

At the end of every financial year each company must prepare the 
following statements in accordance with the forms set out in the first 
schedule to the Act. 

(a) A revenue account for each statutory fund as set out in form A. 

(b) A revenue account for any insurance business, other than life 

insurance, as set out in form B. 

(c) A profit and loss account as set out in form C if the company 

carries on any business other than life insurance business. 

(d) A balance sheet as set out in form D. 

Where ordinary business and industrial business are contained in one 
statutory fund, separate revenue accounts, in accordance with form A, 
must be prepared for each class. 

The accounts of every company shall be audited annually and every 
account and balance sheet prepared under this division shall bear a 
certificate by the auditors stating whether in their opinion: 

(i) the accounts and balance sheet are in accordance with the Act, 
(ii) the balance sheet represents the true financial position of the 
company and 

(iii) the books have been correctly kept to record the affairs and 

transactions of the company. 

A person appointed as auditor of a company may not carry out 
his duties until his appointment has been approved by the Commissioner. 
The Commissioner may at any time revoke his approval and the auditor 
shall then be incapable of acting as such. 

The right of appeal against the Commissioner’s non-approval or 
revocation of approval shall be to the Court. 

Every account, balance sheet, abstract, statement and return required 
by the Act shall be signed by the chairman of directors, two other 
directors and the principal officer of the company and with at least ten 
printed copies of each document must be lodged with the Commissioner 
within, in the case of accounts and balance sheets, a period of six 
months from the close of the financial year. 

The Commissioner is empowered, if he thinks fit, to reject or vary 
any documents lodged under the provisions of the section governing the 
foregoing. An appeal to the High Court may be made against any 
action the Commissioner may take in this regard. 

Printed copies of the documents lodged with the Commissioner are to 
be made available by the company to any policyholder or shareholder who 
makes application to it. 

The Act makes no reference to payment for such documents. 

Where an offence against this Act is committed by a company and such 
offence if proved to have been consented to, or facilitated by the neglect 
A an auditor then he, as well as the company, shall be guilty of the 
offence. 
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Division 7—INVESTIGATIONS BY COMMISSIONER. 

Under this division the Commissioner may in certain circumstances 
investigate the affairs of a life insurance company. In the course of his 
investigations he may examine under oath, and in relation to the 
company’s business, any person who is or has been a director, auditor, 
officer, agent, servant, shareholder or policyholder of the company. 

Persons acquiring information during the course of an investigation 
under this Division are required to observe secrecy concerning it under 
threat of heavy penalties. 


Division 8—JuDICcIAL MANAGEMENT AND WINDING UP. 


This division provides machinery whereby application may be made to 
the Court: 
(1) By the Commissioner that 
(a) the company or part of it be placed under judicial manage- 
ment or 
(b) the company or part of its business be wound up, and 
(2) By the company that its business or part of it be wound up. 
This division then provides for the appointment of a judicial manager 
or a liquidator and sets out in detail the duties and obligations attaching 
to their office. 
It is also provided that a life insurance company shall not be judicially 
managed or wound up except under the provisions of this Act. 


Division 9—TRANSFER AND AMALGAMATION. 

The life insurance business of any company shall not be transferred to 
or amalgamated with the life insurance business of any other company 
except under the procedure laid down in this division. 

The requirements as regards such a scheme are: 

(a) lodgment with the Commissioner of a copy of the scheme and 

subsidiary reports concerning it 

(b) notice in the Gazette and other newspapers approved by the 

Commissioner of intention to apply to the court for permission to 
carry out the scheme 

(c) details of scheme to be available for inspection by policyholders 

and shareholders affected by it for a period of fifteen days after 
publication of notice of intention to apply to the Court 

(d) copies of the scheme and reports connected therewith to be sent 

to every policy owner of any class of policy affected by the scheme. 
Upon specific application the Court may vary this requirement 

(e) application to and confirmation by the Court for the carrying out 

of the scheme. 

Where an amalgamation or transfer is carried out the company 
carrying on the amalgamated life insurance business shall within one 
month of completion of the transfer or amalgamation lodge with the 
Commissioner certified copies of 

(i) the assets and liabilities of every company concerned in the 
transactions 

(ii) the scheme, deed or agreement and the Court Order confirming 
the arrangement 

(iii) the actuarial and ancillary reports upon which the scheme was 

founded. 

A further requirement is a statutory declaration made by the chairman 
of directors or the principal officer of the company setting out details of 
all payments made or to be made to any person on account of the transfer 
or amalgamation. 
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Taxation Section 
Edited by J. A. L. GuNN, F.Lc.a. 


ADVANCES AGAINST CONSIGNMENTS SOLD ON COMMISSION. 


Loss arising through advances exceeding sale proceeds. 


The taxpayer company, a timber merchant, agreed to sell a quantity 
of timber for another company, L, on a commission basis. The taxpayer 
company agreed to accept bills of exchange against bills of lading for 
specific cargoes. The timber was sold for a sum which was less than 
the amount of the acceptances by about £77,000. Company L became 
insolvent, and the taxpayer company agreed to release company L, in 
consideration of S, the principal shareholder in L, undertaking to pay 
the debt (which was scaled down to £74,000) and to give security. The 
taxpayer company made further payments to preserve the security given, 
bringing the total amount owing to over £97,000. This sum proved to be 
uncollectable and was written off in the taxpayer company’s books. Held 
(i) that the original debt was a trading debt; (ii) that the agreement with 
S did not operate to extinguish the debt; and (iii) that the whole of the 
further advances made to preserve the security was also a trading debt 
(Calders Ltd. v. I. R. Comrs. (1944) 16 Tax Cas. 213). 

Under the Commonwealth Act, only that portion of the bad debt 
represented by the commission earned by the taxpayer company would be 
an allowable deduction as that sum, alone, was “brought to account by the 
taxpayer as assessable income of any year.” (S.63 (1) (a)). 

On the second point Counsel for the Crown relied upon the delegation 
of the debt, by which company L was released and the burden was trans- 
ferred to S. “But delegation per se would not alter the quality of the 
disbursements and transform them from disbursement laid. out for the 
purposes of the trade into something different. One of your Lordships 
gave us an instance of the delegation of a trade debt without alteration of 
its character, the case where the trade creditor of a firm discharges the 
firm and its partners in consideration of an undertaking by a company, 
formed to take over the firm’s business, to assume liability for the debt. 
Another illustration that might be given is the discharge by the trade 
creditor of a retiring partner, or the executor of a deceased partner, of 
a debtor firm and the acceptance of an obligation to pay the debt by a 
new partner” per the Lord President at p. 226. 


GRANT OF Fim RIGHTs FoR TERM OF YEARS FOR LuMP Sum. 


In 1897, the taxpayer acquired from an author, K, the exclusive right 
to dramatise his novel. All moneys which the taxpayer might receive in 
respect of the play were to be divided between her and K in equal shares. 
In 1914, the parties agreed that in respect of motion picture rights of 
both the novel and the play K was to have the exclusive control of such 
rights and he was to pay the taxpayer one-third of the gross amount: 
received by him for those rights. In 1939, K’s widow granted, for a lump 
sum of £10,000, to an American Company for a period of ten years, 
tights of a comprehensive nature including the sole and exclusive motion 
picture rights both in the story and the play. The taxpayer was assessed 
in respect of her one-third share of the sum of £8,000. Held that the 
1939 agreement operated as an assignment of the motion picture rights of 
the play for ten years for a lump sum which had no relation to any 
“royalty” calculation and the sum received by the taxpayer was a 
capital receipt (Nethersole v. Withers (1946) 1 All E.R. 711). 

One of the distinguishing facts in Billam v. Griffith (1941) 23 Tax 
Cas. 757 (in which was involved the outright sale of the motion picture 
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rights for a play for a lump sum which was held to be assessable) was 
the finding that the taxpayer was at all material times carrying on the 
vocation of a dramatist and that it was an ordinary incident of the 
business of a dramatist to dispose of the motion picture rights of his 
plays by outright sale. In Nethersole v. Withers, supra, it was found 
that the taxpayer was not at the material time carrying on a profession 
or vocation. 

In Desoutter Bros. Ltd. v. J. E. Hanger & Co. Ltd. and another (1936) 


1 All E.R. 535 the distinction was drawn between a sum paid for the past’ 


user of a patent or other protected matter (as was the case in 
Constantinesco v. R. (1926) 11 Tax Cas. 730) and a sum paid in advance 
in anticipation of a user. The Court of Appeal in Nethersole v. Withers 
(1946) 1 All E.R. 711 drew the following further distinction. If the 
second lump sum is arrived at by reference to some anticipated quantum 
cf user it will normally be income in the hands of the recipient. If it is 
not, and if there is nothing else in the case which points to an income 
character, it must be regarded as capital. 


PERSONAL EXERTION INCOME DERIVED BY TRUSTEE HELD TO BE INCOME 
From Property IN HANDs OF BENEFICIARY. 


The taxpayer was the life tenant under the will of her husband who, 
until his death in May, 1926, was a partner in a pastoral enterprise. The 
trustee obtained the leave of the Court to carry on the business in 
partnership with the surviving partner. In 1934, the New South Wales 
Supreme Court, applying the second part of the rule in Howe v. Lord 
Dartmouth ((1802) 7 Ves. 137), declared that the taxpayer was entitled 
to interest at 414 per cent, per annum from the date of testator’s death 
on the capital value of his share in the partnership business while the 
share remained unconverted as representing the income to which she was 
entitled under the will in respect of that share pending conversion. The 
annual sum to which the taxpayer was entitled under the decretal order 
was £1844 which was payable from income, or if income was deficient, 
from the capital of the estate. This sum was annually credited to the 
taxpayer in the estate accounts, but the actual payments made to her 
each year did not coincide with these credits. For example, the sums 
paid to her during the four years ended 30 June, 1940, were: 1937, 
£1,201 ; 1938, £1,200; 1939, £1,425; 1940, £2,858. All these amounts were 
treated by the Commissioner as assessable income of the taxpayer of the 
years in which they were received by her. With regard to year ended 
30 June, 1940, the taxpayer contended that, under s.97, her assessable 
incomes of each of the years 1937, 1938, 1939 and 1940 should have 
included the sum of £1,844, and that, accordingly, the excess payment 
in 1940 of £1,014 (£2,858 received in 1940, less £1,844 payable for that 
year) being in respect of arrears due prior to 1940 should not have been 
included in her assessable income of 1940. During the relevant years, the 
sums received by the trustee from the partnership were less than 
the sums paid to the taxpayer, but the case stated indicated that certain 
unspecified profits had been retained by the partnership. For year ended 
30 June, 1940, the estate’s share of the partnership net income was in 
excess of £2,858. 


Held: 
(1) The taxpayer was assessable in respect of the sum of £2,858 
received by her during year ended 30 June, 1940: 
per Latham C. J.: (i) Under s.92 (1) the assessable income of 
the trust estate included the trustee’s “individual interest” in the 
income of the partnership whether retained or distributed. (ii) 
Section 97 applied in principle in respect of payments made to 
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the taxpayer out of the net income of the estate, but the facts 
stated did not show that the sum of £1,014 represented, in whole 
or in part, any of the estate income of any year prior to 1940. 
Accordingly, £1,844 of the sum of £2,858 should be included under 
s.97 in the assessable income of the taxpayer of year ended 
30 June, 1940, but the facts stated did not show whether or not any 
further part of the sum of £2,858 should be so included. 

per Rich J.: There was nothing in the facts contained in the 
reference which would justify the Court in holding that the 
balance of £1,014 was actually derived in any year prior to 1940 
within the meaning of s.17. The words “a share of the income 
of a trust estate’ contained in s.97 (1) did not include the 
fictional income given to a tenant for life under a decretal order 
like that in the present case and the taxpayer’s reliance on s.97 
was ill founded. 

per Stark J.: The fact that the estate’s share of the partnership 
income for year ended 30 June, 1940, was £4,935 was consistent 
with the view that the sum of £2,858 paid to the taxpayer was 
part of the net income which came into the trust estate for that 
year. ‘ 

per Dixon J.: There was not a little to be said for the view 
that, if, in any given year, the estate’s share of the actual profits 
of the partnership earned in that year, drawn and undrawn, 
sufficed to cover the amount of £1,844 to be credited to the tax- 
payer for that year pursuant to the decretal order, she might be 
assessable for that year under s.97 in respect of the whole amount 
of £1,844, and it would not matter that the taxpayer in that year 
drew nothing on account of the £1,844 credited to her under the 
order. However, the facts did not show that the estate’s share of 
the partnership profits prior to 1940 would cover the credits made 
pursuant to the order. Accordingly, the question should be re- 
solved by stating that the facts did not show that the whole sum of 
£2,858 should not be included in the assessable income of year 
ended 30 June, 1940. 

per Williams J.: The right under the decretal order was a right 
in the nature of a terminable annuity to be paid a fixed annual sum 
out of the income actually received by the trustees from the carry- 
ing out of the partnership and available for the purpose and in so 
far as this income was deficient to be paid when funds were 
available out of the income of residue, and, in so far as such 
income was insufficient, out of the capital of residue. Section 97 
could only apply to so much of the partnership profits as were 
applied in any financial year towards payment of the sum due 
under the order. Therefore, the whole of the sum of £2,858 was 
assessable income of year ended 30 June, 1940. 

(2) per Curiam: Income derived by a beneficiary of a trust estate 
does not fall within the definition of “income from persqnal ex- 
ertion” contained in s.6 and, accordingly, the sum of £2,858 was 
assessable as income from property. (Tindal v. F.C. of T. (1946) 
3 A.I.T.R. (not yet reported) ). 

“Syme v. C. of T. (Vic.) (1914) A.C. 1013 is inapplicable because, 

no doubt, with that decision in mind, the draftsman of the definition 

introduced the words ‘carried on by the taxpayer’ after the words 

‘proceeds of any business.’ The taxpayer did not carry on the business. 

She was a beneficiary, not a partner. Her trustees did carry on the 

business, that is, as partners. The second question should, therefore, be 

answered that it is all income from property.” 
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EXEMPTION OF RESIDENT OF PaPuA AND New GUINEA. 

The taxpayer, whose domicile was Australia, owned a fishing boat which 
he used in Queensland waters. He lived with his wife on the boat. The 
boat was impressed for service with the United States Transportation 
Service, and the taxpayer was employed as master of the vessel at a 
salary of £85 per month. The vessel, under his command, was sent to 
New Guinea and arrived in Milne Bay on 12 December, 1942. Except 
during a period of 27 days’ leave which he spent in Queensland, he 
remained in the territorial waters of Papua and New Guinea from 12 
December, 1942, until 1 October, 1943, but did not go ashore. His wife 
remained in Queensland. It was undisputed that his pay during the above 
period was derived from a source within the Territories. On these facts 
the Board of Review held that the taxpayer was a resident of Papua or 
New Guinea continuously from 12 December, 1942, to 30 September, 
1943, and the taxpayer was accordingly exempt under s.7 in respect of 
the pay received by him during that period. Held (by the Full High 
Court) that the question of residence was one of fact and that the 
Commissioner’s appeal against the Board’s decision be dismissed. (F.C. 
of T. v. Miller (1946) 3 A.I.T.R. (in course of publication)). “It 
has been contended that the respondent was not resident in the Territories 
because he did not voiuntarily choose the Territories as a place of 
residence. He went there because he was directed to go there under his 
contract of employment ‘It appears to me that the same thing might 
be said of many millions of people in the world who reside in a 
particular place only because they have to do their work at or near 
that place . . . I should have thought that there was no doubt that a 
man resided where he lived, and I do not think that there is any inter- 
pretation of the word ‘reside’ by the Courts which makes it impossible to 
apply the ordinary meaning of the word ‘reside’ in the present case” per 


Latham, C.J. 


DEDUCTION FOR LuMP-SUM PAYMENT TO WIDOW oF FORMER 
GENERAL MANAGER AND DIRECTOR. 


The Board of Review has held in a recent decision (not yet reported) 
that a public company carrying on a business of manufacturers was 
entitled to a deduction of payments of £5,000 and £200 respectively 
to widows of former employees. 

The sum of £5,000 was paid to the widow of A, who was appointed 
secretary of the company in 1915, general manager in 1938 and a 
director in 1940. As general manager he received a salary of £2,000 
per annum with a bonus of £500 in 1941. His annual fee as a director 
was £375. A’s health became unsatisfactory early in 1942 and he was 
forced to relinquish his active duties. During this period the directors 
discussed the question of his retirement, and there were suggestions as 
to payment to him in that event. Before any decision was reached A 
died in June, 1942, and the directors then discovered that his widow 
and daughter had been dependent on his earnings. In July, 1942, the 
directors resolved “that the sum of £5,000 be given to Mrs. A. in 
recognition of the invaluable services of the late A.” 

The disputed item of £200 was a payment to the widow of B, a 
former branch manager, who in 1934 was transferred, for health reasons, 
from the employ of the taxpayer company to that of a Queensland 
company which handled the taxpayer’s business in that State. The 
transfer was the result of an arrangement mutually agreed upon by 
the taxpayer and the Queensland company. Upon B’s death in 1940, 
the directors decided to “grant from the Staff Superannuation Account 
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an amount of £200 per annum over a period of five years to Mrs. B.” 
In this instance and also in the case of Mrs. A it was said in evidence 
that the awards were made after investigation of the circumstances of 
the widows. 
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a The Commissioner disallowed the company’s claims for a deduction 
to of the payments of £5,000 and £200 on the grounds: 
a (1) That the payments were not a retiring allowance or pension 
12 within the meaning of s.78 (1)(c) of the Income Tax Assess- 
fe ment Act; a 
a (2) That the payments were not incurred in gaining or producing 
ts the assessable income, or necessarily incurred in carrying on a 
as (asl). for the purpose of gaining or producing such income 
: S38). 
nf Before the Board of Review evidence was given by the then Chair- 
+h man of Directors that a previous general manager (the predecessor of 
he A) had been paid £5,000 (the equivalent of two years’ salary) as a 
el retiring allowance and that smaller sums had been paid to former 
‘It employees or their dependants. Prior to the death of A the company 
es had established a fund to provide for “selected cases.” The Chairman 
of stated that the directors had always considered that a contented staff 
is was the principal factor in the organization of the company, and that 
ht good must result if employees of merit thought it likely that their 
a efforts would be attended by some reward. 
ar In 10 C.T.B.R. Cas. 76, where a claim under s.51 for a deduction 
a of a pension paid to the widow of a former managing director was 
T- disallowed, the Board said at pp. 341-32 :— 
to “It has never been held that a pension or other allowance paid by a 
er taxpayer in business to a retiring or deceased director or employee or 
his dependants solely in respect of past services of the director or 
employee is an allowable deduction under income tax provisions dealing 
with the allowance of business outgoings generally. Whenever such a 
payment has been held to be deductible the decision has been based on 
the fact that it was made in the future interests of the business 
1) (Mitchell v. B. W. Noble Ltd., 11 T.C. 372; Maryborough Newspaper 
as Co. Ltd. v. Federal Commissioner of Taxation, 43 C.L.R. 450; Union 
ly Trustee Co. Ltd. v. Federal Commissioner of Taxation, 53 C.L.R. 263). 
‘There must be a connection between the purpose of the payment and the 
further pursuit of gain. There must be some facts which justify the 
od inference that the outgoing was incurred to conduce to that end’ (per 
a Rich J. in the Union Trustee Co’s. case at p.269 and cf. Dixon J. p.271). 
0 There is not the slightest evidence that the pension was anything other 
or than a purely voluntary grant to the widow which was prompted by 


feelings of gratitude for the long and valuable services of her late 
as husband and was probably not un-influenced by feelings of sympathy.” 









me In respect of the claim under s.51 in the present case it was contended 
“4 for the company that the evidence showed that it was the company’s 
A policy to reward its employees or their dependants upon retirement or 
WA death and that, in such a case, there are grounds for assuming that the 
. company acts with a dual motive (a) of paying sums for the benefit 
™ of employees or dependants in consideration of past services; and (b) 
. the ulterior motive of benefiting the company in its future operations 
me by securing in its employment contented long-service employees who 
a could reasonably look forward to some security for themselves or their 
x dependants on retirement or death. It was argued that such a mixed 
5y motive is reasonable and is consistent with the desire of the directors 
0 “to better the business of the company, and thus earn more profits 

- (per Rich J. in Maryborough Newspaper Co. Ltd. v. F.C. of T. (1929) 





43 C.L.R.450 at p.454). 
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Section 78 (1) (c) provides for a deduction of :— 

“Sums which are not otherwise allowable deductions, and which are 
paid by. the taxpayer during the year of income as retiring allowances 
or pensions to persons who are or have been employees or dependants 
of employees, where such persons are residents, to the extent to which 
in the opinion of the Commissioner those sums are paid bona fide in 
consideration of the past services of the employees in any business of 
the taxpayer.” 

The claim under this provision was based on the contention that it 
ought not to be narrowly construed and that a lump sum payment or a 
payment by instalments (whether or not answering the description of 
a pension as that word is used in common parlance) to a widow of a 
former employee is a “retiring allowance or pension” within the mean- 
ing of s.78 (1)(c), the essential test being whether or not it was paid 
bona fide in consideration of the past services of the employee in any 
business of the taxpayer. 

It was further contended that whilst the description of death as a 
retirement could not strictly be said to accord with the common under- 
standing of the word, the Board ought to stretch the meaning of the 
word rather than to exclude from the operation of s.78 (1)(c) a cessa- 
tion of office which it was quite unreasonable to suppose that the legis- 
lature did not intend to include within it. 

In respect of the £5,000 paid to the widow of A, two members of 
the Board held that a deduction was allowable under s.51 and, without 
deciding the point, expressed the view that the payment could not 
properly be described as a retiring allowance or pension. The two 
members also considered that the sum of £200 was allowable under s.51 
and expressed the opinion that in any event it was allowable under 
s.78 (1)(c) as a pension paid to a dependant of a former employee. 
The third member rejected both claims under s.51, but allowed them 
under s.78 (1)(c). 

The two members who allowed the claim under s.51 said :— 

“An essential condition for the allowance of any such deduction is that 
the payment shall be made in the interests of a continuing business. 
‘There must be a connection between the purpose of the payment and the 
further pursuit of gain, the production of income,’ per Rich J. in 
Black’s case (Union Trustee Co. of Australia Ltd. v. F.C. of T.) 53 
C.L.R. at p.269. If that condition is satisfied, the main question is 
whether the payment of retiring allowances or pensions is designed 
to ensure greater efficiency (as in the Maryborough Newspaper case) or 
greater economy (as in Nevill’s case), or greater harmony by the 
removal of an unsatisfactory director (as in Mitchell v. Noble). We are 
here speaking of directors’ retirements, and what can be said on that 
subject applies with added force to the retirement of employees. 

“The principle being clear, there can be no doubt that if A had retired 
with an allowance of £5,000 the taxpayer company would have been 
entitled to a deduction of that amount. The Commissioner indeed allowed 
a deduction of the sum of £5,000 paid to a previous general manager 
of the company when he retired. Of course, a different aspect is pre- 
sented when an allowance is paid by a company to the widow of an 
employee or a director who gave long service to the company. No case 
in which the issue has been determined was cited to us, and we know 
of none. Nevertheless, we think the matter fails to be determined in the 
light of the considerations which arise in connection with payments to 
retired employees or retired directors. 

“If retiring allowances to employees and directors are allowable 
deductions when they serve to assist in the continuance of the business 
as an income-producing entity—that is, when they are likely to pro- 
mote harmony, efficiency or economy in working relations and opera- 
tions—we do not see any reasonable ground for differentiation between 

an allowance to an employee and an allowance to his widow. Any such 
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provision is an incentive to better service, and if the employee has reason 
to expect that it will extend not only to himself upon his retirement 
but also to his dependants, in the event of his death, it is apt to produce 
a feeling which almost inevitably reacts favourably on the production 
of income by the business in which he is employed.” 

Rejecting the claim under s.51, the third member said :— 

“On the facts as I find them, the only possibility of there being a 
remote connection between the payment of the sums in question and the 
further pursuit of gain by the company appears in the fact that a pre- 
decessor of A as general manager was paid a retiring allowance of 
£5,000 which was equal to two years’ remuneration at the salary he was 
receiving when he retired. The possibility is that in paying that allow- 
ance and the subsequent allowance to Mrs. A the directors may have 
incidentally had in mind that subsequent general managers, in the 
expectation that they or their dependants would be similarly treated, 
would be more contented and better servants of the company than they 
might otherwise be. But the bare facts are clearly insufficient to justify 
any inference to that effect. The circumstances of the payment of Mrs. 
A are in evidence, but those which gave rise to the payment to her 
husband’s predecessor have not been disclosed. They may have been 
peculiar to his case and may have included factors which tend to align 
the case to that of the Maryborough Newspaper Co. or of Mitchell v. 
Noble. 

“In my opinion the evidence is not sufficient to justify a finding that 
the sums in question were outgoings incurred by the company in gaining 
or producing the assessable income. It is, of course, evident that the sums 
were not necessarily incurred by the company in carrying on a business for 
the purpose of producing such income.” 

The claim under s.78 (1)(c) raised two preliminary points: (a) Was 
A, who was a director of the company at the time of his death, also an 
employee of the company? and (b) were the sums “paid bona fide in 
consideration of the past services of the employees” as required by 
that provision? The Board was of opinion that at the time of his 
death A was not only a director but also an employee of the company. 
One member said: “Indeed Anderson v. James Sutherland (Peterhead) 
Ltd. [1941] S.C.203, which was one of the cases cited and which dealt 
with the status of a ‘managing director,’ leaves me in doubt as to the 
correctness of certain decisions which the Board has given.” The Board 
was also of opinion that the sums in question were paid bona fide in 
consideration of past services of the employees. “The fact that any 
such grant may depend on the pecuniary circumstances of the recipient 
(and therefore may be said to be due, in part at least, to compassion) 
does not prevent it from satisfying the condition expressed” in the 
words quoted above. 

In deciding that the company’s claim should be upheld under s.78 
(1)(c), the member of the Board said :— 

“As it is not disputed that the employees concerned, and their widows, 
were ‘residents’, the company’s claim depends upon whether, upon a 
proper construction of paragraph (c), the sums in question can be 
brought within any part of the somewhat ambiguous statutory descrip- 
tion of ‘sums . . . paid by the taxpayer .. . as retiring allowances or 
pensions to persons who are or have been employees or dependants of 
employees.’ These words are difficult to construe. It is difficult to 
visualize the occurrence of some of the cases provided for and, if certain 
of the words are to be literally construed, it seems impossible to apply 
them to any case. mA , 5 

“Assuming that the adjective ‘retiring’ does not qualify ‘pensions’ 
as well as ‘allowances’ (I see no reason why it should and shall not 
further complicate the matter by raising the question), the greatest 
difficulty is the literal inapplicability of the words ‘sums paid by the 

taxpayer as retiring allowances’ to describe payments to ‘persons who 
are or have been dependants of employees’ of the taxpayer. This invites 
the attempt to read paragraph (c) distributively so as to limit the 
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application of the words ‘retiring allowances’ to the words ‘to persons 
who are or have been employees’ and of the word ‘pensions’ to the 
words ‘to persons who are or have been dependants of employees.’ But 
this method of construction (reddendo singula singulis) is excluded 
because it is not impossible, but quite natural, to apply the word ‘pen- 
sions’ to the words ‘to persons who are or have been employees.’ 

“The payments covered by paragraph (c) are better seen when the 
words which describe them are paraphrased in extenso as follows:— 

‘ Sums paid by the taxpayer as (a) retiring allowances or (b) pensions 
o—— 

(1) persons who are employees; 

(2) persons who have been employees; 

(3) persons who are dependants of employees; or 

(4) persons who have been dependants of employees. 
Eight cases are provided for which, in view of my lettering and num- 
bering, I shall refer to as “Case (a) (1)” “Case (b) (1),” ete. 

Cases (a) (1) and (b)(1) are hard to visualize. The one is a payment 
of a retiring allowance, and the other a payment of a pension, by the 
taxpayer to an employee while he is an employee of the taxpayer. The 
circumstances contemplated may be merely those in which a retiring 
allowance or an instalment of pension is paid to an employee just prior 
to his retirement. If so, it would appear that the legislature was careful 
to ensure that deductions in respect of sums paid by the taxpayer as 
retiring allowances or pensions were not to be lost by the occurrence of 
rare or accidental circumstances. Another such rare circumstance (of 
which I am told there are instances) would occur where a person who 
has been retired on a pension is re-employed by the same employer with- 
out prejudice to his pension. I should think, however, that the cir- 
cumstances contemplated are or include those in which a person retires 
from an office which he held in the taxpayer’s business but is retained 
in the taxpayer’s employ in some other capacity of (say) an advisory 
or a minor nature, an allowance or pension being granted to him upon 
retirement from his former office. Such cases have occurred and if they 
are intended to be covered it is apparent that the expression ‘retiring 
allowance’ is used in a liberal sense. 

Cases (a)(3) and (b)(8) are even harder to visualize and if the 
words describing them mean ‘sums paid by the taxpayer as retiring 
allowances or pensions to dependants of persons who are employees’ I 
doubt whether they have any effective application. However, I think 
that ‘employees’ in this case must be read as meaning, or at least 
including, persons (living persons, of course) who have been employees 
of the taxpayer. Even so the search for an effective application of the 
case is a test of one’s capacity for imagination. The payment by a tax- 
payer of a retiring allowance or pension to a dependant of a former 
employee who is still living must surely be of very rare occurrence. I 
can only imagine its occurrence in circumstances which force the tax- 
payer, in the interests of the former employee and his dependants, to 
pay to the wife or other responsible dependant of the former employee, 
the retiring allowance or pension which has been decided upon as the 
reward for his past services; and the only circumstances I can imagine 
are those in which the employee, by reason of his becoming physically 
or mentally incapacitated, is not a person to whom the receipt and use 
of the allowance or pension can legally or reasonably be entrusted. I 
doubt whether the case contemplated is one in which the incapacity 
develops after the retirement of the employee, for the payments to the 
dependant in that event would no doubt be received by the dependant on 
behalf of or in trust for the former employee and would therefore 
be payments within case (a)(2) or case (b)(2). In my opinion the 
case contemplated occurs where the employment of a person is ter- 
minated in consequence of an incapacity (however caused) which necessi- 
tates that any allowance or pension in respect of his past services 
should be paid to his wife or some other responsible dependant. This 
opinion involves the view that the expression ‘retiring allowances’ is 
used in paragraph (c) in a sense which extends beyond that which 
it is ordinarily understood to have. This is quite apart from the inepti- 
tude of the use of the expression to describe an allowance made to a 
dependant of an employee upon or in consequence of the employee's 
retirement. It is obvious that in case (a) (3) the word ‘retiring must 
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be read as referring to what is contemplated as the ‘retirement’ of the 
empleyee whose dependant is the recipient of the allowance. Hence, if 
the opinion I have expressed is correct, the ‘retirement’ contemplated 
means, or at least includes, the cessation of a person’s employment in 
consequence of his having become incapacitated. 

Unless the payment to Mrs. B was in the nature of a pension (which 
I doubt), case (a) (4) is the only one within which the sums in question 
can possibly be brought, the case being described by the words ‘sums 
paid by the taxpayer as retiring allowances to persons who have been 
dependants of employees.’ The words ‘persons who have been depen- 
dants’ when contrasted with the words ‘persons who are dependants’ 
(case (a) (3) ) seems almost necessarily to imply that the circumstances 
contemplated are those in which the employees upon whom the persons 
have been dependant have died. I have been unable to imagine any other 
circumstances in which case (a) (4) could apply. The case must at 
least include payments to persons who have been dependants of em- 
ployees who have died. If it also includes payments to persons who 
have been dependants or employees who are still living it is necessary 
to assume that the intention of the legislature is to provide for a 
deduction of payments by a taxpayer to persons who were at one time, 
but have since ceased to be, dependants of the employees in consideration 
of whose past services the payments are made, e.g., persons who have 
acquired independent means or for whose maintenance the employee has 
ceased to have any legal responsibility. I doubt whether this was 
intended. 

The normal cases of the rewarding of the past services of employees 
are (a) the grant of an allowance or pension to an employee upon his 
retirement, and (b) the grant, upon the death of an employee, of an 
allowance or pension to the widow or other person who had been a 
dependant of the employee. The first case and the pension in the second 
case are clearly provided for by paragraph (c) (cases (a) (3), (b) (3) 
and (b)(4) ) and one might expect that the provision for the deduction 
of the pension in the second case would be coupled with a provision 
for a deduction of the allowance in the same case. As the provision as 
to the pension in that case is coupled with a provision for a deduction 
of a ‘retiring allowance,’ it would be unreasonable to suppose that the 
legislature did not intend the latter provision to apply to, or at least 
include, the lump sum or other limited allowance which is commonly 
paid by an employer to a person who has been the dependant of an 
employee who had died while still in the service of the employer. In 
my opinion, it is necessary to hold that the legislature did so intend 
unless it is impossible, upon any reasonable construction of paragraph 
(c), to interpret ‘retiring allowance’ as meaning, in the relevant context 
(case (a)(4) ), a lump sum or other allowance which is commonly 
paid in the circumstances mentioned. That such an interpretation is 
not impossible, but is reasonably open, is sufficiently indicated by the 
fact that the expression ‘retiring allowance’ as used in other cases 
provided for by paragraph (c) is manifestly used in senses which are 
outside its ordinary meaning. It is evident that in framing paragraph 
(c) the draftsman, in order to avoid describing the various cases in 
extenso, has employed that expression promiscuously to cover not only 
the allowances ordinarily so described but also other allowances made in 
somewhat analogous circumstances. If I am right in my opinion that 
in relation to one case ( (a)(3)) the word ‘retiring’ is to be read 
as referring to a retirement which is a cessation of employment due to 
the incapacitation of the employee, it is an easy step to reach the view 
that in the case under notice the retirement contemplated is a cessa- 
tion of employment due to the employee’s death. That is the view which 
I have reached and I feel fortified therein by the consideration that 
unless it is correct the provision for a deduction of sums paid by the 
taxpayer to persons who have been dependants of employees is, so far 
as I can see, practically a nullity. 

My reading of the relevant words of paragraph (c) can hardly be 
said to be more liberal than the interpretation given by the Enclish 
Court of Appeal to the enactment considered in the case of Nisbet v. 
Rayne and Byrne [1910] 2 K.B. 689, which was cited by Mr. Gunn. It 
was held in that case that murder was an ‘accident’ within the mean- 
ing of a provision of a Workmen’s Compensation Act whereby an 
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employer is required to pay compensation to a workman injured in an 
accident arising out of and in the course of his employment, or to his 
dependants if the injury should result; in his death. In the following 
remarks of Lord Justice Kennedy (which were cited by Mr. Gunn from 
p.696 of the report) I find special fortification of my liberal interpreta- 
tion of the expression ‘retiring allowances’ in paragraph (c) :— 

‘Whilst the description of death by murderous violence as an 
accident cannot honestly be said to accord with the common under- 
standing of the word .. . I conceive it to be my duty rather to 
stretch the meaning of the word . .. than to exclude from the 
operation of this section a class of injury which it is quite un- 
reasonable to suppose that the legislature did not intend to include 
within it.’ 

In the result, my opinion is that the sums in question are allowable 
deductions in the assessment of the company’s income of the year in 
which they were paid.” 

PuRCHASE OF SHARES IN A COMPANY WITH FINANCIAL ASSISTANCE 
OF THE COMPANY 


Under the Companies Act (see Eng.1929 s.45; N.S.W. 1936 s.148) 
it is not lawful for a company to give whether directly or indirectly, 
and whether by means of a loan, guarantee, the provision of security 
or otherwise, any financial assistance for the purpose of or in connec- 
tion with the purchase made or to be made by any person of any 
shares in the company. The provision is designed to prevent schemes 
whereby a company might by indirect means purchase its own shares. 
In Re V.G.M. Holdings Ltd. [1942] 1 All E.R. 224 the Court of 
Appeal held that the word “purchase” in this provision does not 
include the acquisition of shares by subscription or allotment. In other 
words, the provision only applies to the case of a transfer of shares 
already issued. The provision has again been considered by an English 
court. 

J. agreed to buy the whole of the issued share capital of the V.B. 
Company from certain vendors for the sum of £15,000. He paid £6,000 
down for 40 per cent. of the issued capital but required financial assis- 
tance for the balance of £9,000 in order to acquire the remaining 60 
per cent. An agreement was made between J. and the C. company. As 
a result, the C. company handed over three bankers’ drafts totalling 
£10,000 as follows: £8,000 in favour of two companies: with which J. 
was connected and £2,000 in favour of the V.B. company. The two 
companies which had thus been loaned £8,000 in turn provided J. with 
the whole of the sum of £9,000 required and used by him in acquiring 
the remaining 60 per cent. of the issued capital of the V.B. company. 
Without any authority from the V.B. company, J. deposited the draft 
for £2,000 in its favour as security for an overdraft of one of the two 
companies mentioned. A few days later the V.B. company opened a 
new account and paid in the draft for £2,000; it then paid £1,250 to J. 
Some time later the V.B. company by a debenture covenanted to pay 
to the C. company £10,000 and gave a charge on its assets to secure 
such payment. Accordingly, the debenture was issued by the V.B. 
company in connection with a purchase by J. of its shares. 

A receiver having been appointed, an action was brought claiming 
that the debenture issued by the V.B. company was void and of no 
effect, as having been given in contravention of s.45. Roxburgh J., dis- 
missing the claim, held that the section does not invalidate or avoid 
the security to which it refers. The debenture was therefore valid. 
It was held further, assuming that the issue of the debenture was an 
illegal transaction by reason of s.45, that the V.B. company could not 
maintain an action to be relieved thereof. The object of s.45 is not to 





1946 THE AUSTRALIAN ACCOUNTANT 


protect but to punish by fine a company providing security in contra- 
vention of the section (Victor Battery Co. Ltd. v. Curry’s Ltd. [1946] 
1 All E.R.519). 


ATTEMPTED CREATION OF TRUST TO ProvipE FUND FOR PAYMENT OF 
MAINTENANCE TO FoRMER WIFE. 


The taxpayer by deed dated 7 September, 1936, agreed to pay to his 
divorced wife Mrs. C. during her life an annuity of £520 by monthly 
instalments of £43/6/8 each. He instructed his bank to debit his account 
and credit her account each month with that amount. By virtue of s.23 
(1) the amount of the annuity was exempt income in the hands of 
Mrs. C.; but it formed part of the taxable income of the taxpayer. 
After consulting his brother and with a view to altering this position, 
a letter dated 22 July, 1940, was written to the taxpayer’s taxation 
adviser. The letter embodied proposals and a recommendation for the 
creation of a trust by transferring 10,000 shares held by the taxpayer 
in a company to trustees consisting of the taxpayer and his two 
brothers to be held in trust for the members of the taxpayer’s family 
during the life of Mrs. C. and to provide for the payment of the 
annuity to her during her lifetime. The letter indicated that provision 
would have to be made to deal with various contingencies. On 1 
August, 1940, 10,000 shares in a company were transferred by the 
taxpayer to his two brothers and himself as trustees. The dividends 
were received on behalf of the trustees by a company which allowed 
interest to the trustees on retained moneys. The taxpayer continued 
up to 13 June, 1942, to pay the monthly amounts of £43/6/8 to Mrs. 
C. by having his bank debit his account and credit her account there- 
with. The trustees reimbursed to the taxpayer the amounts so paid 
by him. From and after 13 June, 1942, the trustees paid the monthly 
instalments by having the bank debit the trustees’ account and credit 
Mrs. C’s. account. 

After the shares had been transferred a letter was written to Mrs. 
C’s. solicitor stating that a trust had been created to provide a fund 
for payment of her annuity and enclosing a draft deed for her approval. 
She was not prepared to accept the proposals made on behalf of the 
taxpayer and, on 27 November, 1941, her solicitor wrote refusing to 
agree to the establishment of any such trust. 

For the years ended 30 June, 1941, and 30 June, 1942, respectively, 
the Commissioner included as income of the taxpayer sums of £682 
and £691, being dividends paid on the 10,000 shares, together with 
interest of £8 and £9 allowed to the trustees. Upon appeal to the 
Board of Review the Board accepted the contention of the taxpayer 
that a trust of the shares had been effectively created, and held that 
the dividends from the shares and the interest thereon were not his 
income. 

Upon appeal by the Commissioner :—Held 

(i) that the evidence did not support the conclusion that a trust 
had been created ; 

(ii) that even if the evidence were sufficient to establish a trust in 
favour of Mrs. C. in the absence of evidence of dissent, her 
proved dissent thereto made it impossible to hold that a trust 
in her favour continued to exist; 

(i) that accordingly there was a resulting trust of the shares in 
favour of the taxpayer and the dividends received from the 
shares with interest thereon were income of the taxpayer ; 
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(iv) if there were a trust and the interest of Mrs. C. thereunder 
failed, the interests of members of the taxpayer’s family were 
insufficiently identified to entitle them to the 10,000 shares (F.C. 
of T. v. Cornell (1946), not yet reported). 

In his reasons for judgment Latham, C.J., said: “In my opinion the 
evidence shows that the taxpayer was trying to work out the terms of a 
practicable arrangement, but does not show that any trust was actually 
created in July-August, 1940. 

“If, however, it were held that a trust had been created by the 
transfer of the shares with the intention of conferring benefits upon 
Mrs. Corfield and some sufficiently identifiable members of the tax- 
payer’s family, the case for the taxpayer would nevertheless fail because, 
as Holroyd J. in Townson v. Tickell (1819) 3 B. & Ald. 31, said at 
p.38 (speaking of a dévise): ‘I think that an estate cannot be forced 
on a man. A devise, however, being prima facie for the devisee’s bene- 
fit, he is supposed to assent to it; until he does some act to show his 
dissent, the law presumes that he will assent until the contrary is 
proved; when the contrary, however, is proved, it shows that he never 
did assent to the devise, and consequently that the estate never was 
in him.’ Best, J., said: ‘It seems to be contrary to common sense to 
say that an estate should vest in a man not assenting to it: there must 
be the assent of the party before any interest in the property can pass 
to him.’ The same case shows that the dissent need not be evidenced 
by disclaimer in a Court of Record or by deed; any evidence of actual 
dissent is sufficient. The law was stated with equal definiteness in 
Standing v. Bowring (1885), 31 Ch.D 282, where it was held that when 
there is a transfer of property to a person it vests in him even before 
he knows of the transfer, ‘subject to his right when informed of it to 
say, if he pleases, “I will not take it.” When informed of it, he may 
repudiate it, though it vests in him until he so repudiates it. See also 
London & County Banking Co. v. London & River Plate Bank (1888), 
21 O.B.D. 535; Mallot v. Wilson [1903] 2 Ch. 494. 

“The letter written by Mrs. Corfield’s solicitors on 27 November, 
1941, in my opinion clearly shows that Mrs. Corfield objected to the 
establishment of any trust fund whatever for the purpose of meeting 
the payments due to her under the deed of 1936. She and her advisors 
fully appreciated that the establishment of any such trust would be 
prejudicial to her from the point of view of liability for income tax, 
and, as they were evidently satisfied as to the solvency of the taxpayer, 
there was no reason why she should accept the proposals which were 
made on his behalf. The letter was a clear and decisive refusal to 
agree to the establishment of any fund for the purpose of paying the 
annuity to Mrs. Corfield. The result, therefore, is that, even if the 
evidence were sufficient to establish a trust in favour of Mrs. Corfield 
in the absence of evidence of dissent, the dissent which it proved 
makes it impossible to hold that a trust in her favour continued to 
exist. Accordingly, there was a resulting trust of the shares in favour 
of the taxpayer, and the dividends received from the shares, together 
with the small sums of interest paid by Cornell Limited on retained 
moneys, were the income of the taxpayer.” 


TAXPAYERS IN NoRTHERN TERRITORY. 
The taxpayer company was incorporated in the Northern Territory, 
and since its inception has carried on a pastoral business solely in the 
Territory. Its registered office is in the Territory where its seal, register 
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er of members and minute book are kept. Its directors resided in Sydney. 
Te! *Meetings of directors, which were rare, and shareholders’ meetings, 
C. were held sometimes in the Territory; sometimes in Sydney. Its prin- 
cipal banking account was in Sydney with working accounts in the 
he Territory and elsewhere. One of the directors, who is highly experi- 
a enced, made regular and frequent visits to the company’s stations and 
lly exercised a general supervision over the work carried on there under 
the immediate and continuous supervision of the manager. Held that 
he the company was a resident of the Northern Territory and that its 
on income from the Territory was exempt under s.23(m). (Waterloo Pas- 
iX- toral Co. Lid. v. F.C. of T. (1946) 3 A.1.T.R. (in course of publica- 
se, tion)). “It is clear from the evidence, if evidence is required, that a 
at pastoral business in the Northern Territory can only be effectively 
sed carried on by experienced pastoralists who either live on the property 
ne- or regularly visit it and see the conditions of the country and of the 
his stock for themselves” per Williams, J. 
is 
es INcoME DeRIveD By LIQUIDATOR. 
yes When income is derived during the course of liquidation and that 
to income is “properly applied to replace a loss of paid-up capital” it is 
ust not deemed to be a dividend under s.47(1) A distribution of that income is 
ass not, therefore, deductible under s.103(2) (e) calculating the “undistributed 
ced amount” of the year in which the income was derived, notwithstanding 
ual that the distribution by the liquidator took place within the prescribed 
om period, namely, before the expiration of six months after the close of 
hen the income year. 
‘ore PRoFIT ON SALE OF SHARES DERIVED PARTLY IN AUSTRALIA 
t to AND PARTLY OUTSIDE AUSTRALIA. 
wud The taxpayer company, a resident of Australia, bought mining 
also leases, etc., particularly in Western Australia. One of the company’s 
38), objects was to dispose of its mining interests in exchange for shares 
in other companies. Twenty-seven subsidiary companies were formed 
ber, in Western Australia and each of these companies gave authority to B, 
the as attorney, to dispose of its assets in exchange for cash or shares or 
ting debentures of any other company. The taxpayer company transferred 
rw mining interests to the twenty-seven companies and received as con- 
| be sideration over three million shares in those companies. B went to 
can, England and there disposed of shares in the Western Australian com- ” 
yet, panies to seven English companies for a consideration of £481,945 in 
rape cash and 1,075,000 shares in the English companies valued by the tax- 
| p. payer company at par, together with options of purchase over another 
he million odd shares. The amount expended by the taxpayer company in 
field acquiring and developing the mining properties, and other expenses, 
aoa totalled £119,251. The taxpayer company sold a large number of the 
¢ English shares and transferred the remainder to two English com- 
tie panies, Austmac Ltd. and Kookaburra Investments Ltd. in exchange for 
shares in those companies. 
other 
: Held: 
ined 


(1) That the taxpayer company derived its profit partly from 
sources exclusively in Australia (e.g., rents from property in 
Australia) and partly from sources exclusively in the United 

| Kingdom (e.g., profit on sale of shares bought and sold in 

tory, England) and as to the remainder from a source partly in Aus- 

, the tralia and partly in the United Kingdom (e.g., shares obtained 

ae in England in exchange for Western Australian shares). 
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(2) That the profit derived from sources out of Australia was 
exempt under s.23(q) if not exempt from tax in the United 
Kingdom. ‘ 

(3) That in ascertaining the profits derived from the sale of shares 
in the twenty-seven Western Australian subsidiary companies 
the value of the consideration paid in English shares should 
be brought to account and for that purpose s.21 was applicable. 

(4) That shares and options held were not trading stock within 
the meaning of ss. 28 and 31. 

(5) That the profit on shares bought and sold in England and the 
appreciation in value derived by the exchange in England of 
shares in one English company for shares in another English 
company was derived from a source in the United Kingdom. 

(6) That the profit on sale in Australia of English shares was 
derived partly in the United Kingdom and partly in Australia; 
the question of apportionment between those sources was a 
matter to be determined by the Commissioner. 

(7) That the profit arising from the purchase and sale in England 
of an option to purchase shares in an Australian company 
arose from a source in the United Kingdom. 

Australian Machinery and Investment Co. Ltd. v. D. F. C. of TF. 
(W.A.) (1946) 3 A.LT.R. (in course of publication). 





Students’ Section 
Edited by O. R. MacDona cp, A.1.c.A. 


Common Faults in Advanced Accounting 
3y A. A. FITZGERALD. 


(Being a lecture given to the members of the Commonwealth Accountants’ 
Students’ Society (Victorian Division).) 

I am to speak to you to-night con Common Faults in Advanced Account- 
ing. I do not propose to deal at any great length with specific problems 
but rather to talk to you about faults in the attack that is made by many 
students on the Advanced Accounting papers, some evident defects in 
their preparation for those examinations, and some indications given 
by the answers to the papers of an attitude of mind on the part of 
many candidates which is unfortunate and which should be reme‘lied. 
Perhaps I might take the last mentioned point as the first with which I 
will deal. I should like to say a few words about the Foard of 
Examiners and about the way in which they try to carry out their part 
of the work. It is the desire of the examiners that they should find out 
what candidates know about the subject rather than what they do not 
know, and I want to appeal to you as students and candidates for the 
Institute examinations to co-operate with them in showing them just 
what it is that you do know. I should like you to realize that the 
examiners take special care to ensure that the questions they set are 
reasonable, and are free from ambiguity; that the papers are not too long 
and that the marking of the papers is fair to the candidates. From time 
to time the examiners make reports on the papers submitted to them and 
in those reports they try to make useful suggestions to help students in 
their preparations for the examinations. I understand that copies of the 
examiners’ reports on the previous examinations are supplied to all 
candidates for the forthcoming examinations. But the recurrence, year 
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after year, of faults of the kinds to which the examiners have referred in 
their reports, leads to the conclusion that little attention is paid to 
examiners’ reports by many students. Moreover, in the syllabus of the 
examinations certain books are recommended to students for study. Time 
after time it has appeared from the answers submitted by candidates 
that those books are not consulted by many candidates. A few months 
ago I was asked by the Institute to interview a candidate who had sat 
and failed several times in Advanced Accounting. I tried to find out what 
was the cause of his failures; I discussed with him the manner in which 
he had prepared himself for the examination and then I went through 
cne of his papers in some detail, question by question. In relation to one 
of the questions I asked whether he had consulted a book that had been 
recommended for the past 10 years at least in the syllabus, and to my 
astonishment he said “No, I have not read that book; odd you should 
have mentioned it for somebody told me about it last night and I intended 
to get it.” Now that man had sat several times, yet he was unaware that 
in, the preparation for this particular subject a certain text book had been 
recomimended and he had therefore not consulted that text book. It 
seems to me that in such respects many candidates are not fully 
co-operating with the examiners. I want to appeal to you to try to 
use the information, advice and assistance that is given to you from 
time to time by the Board of Examiners. There is one other respect in 
which you can co-operate better than many candidates do at present. That 
is by making a special effort in the examination room to get a clear under- 
standing of the questions that are asked; in other words, by making a 
very careful study of each question and of the paper as a whole before you 
attempt to answer any question in the paper. That, of course, is hackneyed 
advice; perhaps nobody has ever talked to students without telling them 
they should very carefully read the questions, but however often the 
advice is given it is clearly still necessary to emphasize it. Let me give you 
some examples of ways in which candidates have penalised themselves by 
not carefully reading the questions. 

In some recent examinations candidates have been asked to submit 
diagrams of accounting systems. You will be as surprised as I was to 
know that a great many candidates made no attempt whatever to submit 
a diagram, but instead submitted specimen forms, ledger accounts or 
narrative descriptions. Another type of question which has been set more 
than once in recent examinations, as a test of the candidates’ ability to 
prepare clear and informative accounting statements, is one in which 
candidates are asked to prepare a statement showing reasons for differ- 
ences in operating results in two years. On one occasion—because of past 
experience—the question had a footnote stating specifically that no 
narrative report was required as the question was intended as a test 
of the candidate’s ability to present a clear and informative statement. 
Quite a large proportion of the candidates who answered that paper 
submitted defective statements accompanied by long and sometimes 
irrelevant narrative reports. Experiences such as these lead me to 
believe that many candidates go into the examination room with the 
firm intention of getting to work straight away, losing no time in pre- 
liminaries and tackling the questions as quickly as possible. Now, that is 
not a good plan. There are two reasons why, before any work is done at 
all, before a pen is taken in hand, the paper should be read very carefully, 
not once, but two or three times. Those reasons are that careful study of 
the questions is necessary so that the candidate may know precisely what 
information the examiner is trying to extract from him, and secondly that, 
when a question has been closely studied, the sub-conscious mind will get 
to work and even if the candidate is unable immediately to tackle the 
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problem the chances are that before he has finished the paper, the sub- 
conscious mind will have made much progress in recalling to his conscious 
mind information that he has apparently forgotten. If it were possible 
I should like to see an arrangement by which every candidate had to be in 
the examination room for at least a quarter of an hour with the paper 
before him before he was allowed to commence work. From a long 
experience of examining, I am quite sure that if that were done it would 
have an appreciable effect on the percentage of passes.’ But since it 
would be difficult to insist on such a procedure the next best thing is 
that the candidates should do it for themselves. I make this strong 
suggestion to each of you; that, when next you sit for an accounting 
examination, you spend the first quarter of an hour in the examination 
room reading the questions. Don’t imagine that you will lose time through 
doing so or the papers are so long that you have to rush to answer them. 
The examiners take special care to see that they are not too long for 
the student who knows his job, but in any event that quarter of an hour 
taken at the beginning fully to understand the question will almost 
certainly save a great deal of wasted time in answering things that were 
not asked, or in destroying work that is later discovered to be irrelevant 
to the question. 

I make another suggestion as to the way in which the papers in 
Advanced Accounting should be tackled. Your attack on the papers should 
be methodical, and should be according to a plan.’ After you have 
satisfied yourself that you know precisely what the questions are about, 
you should make a rough allotment of the time. to each question; the 
marks that have been allotted to the questions by the examiners will 
be a guide to you in this respect, but, of course, you would use them 
as a guide rather than a rigid determinant of the time to be spent 
on each question. Having done that, determine for yourself the order 
in which you will attempt the questions and then work them in that 
order. While you are working them, try to make your working papers 
as neat and orderly as possible, for your own benefit as well as that of 
the examiner. Use working papers, not as scraps of paper on which notes 
are written here and there, but as an orderly arrangement of such calcu- 
lations or drafts as you may find it necessary to make before your fair 
answer is prepared. And when you are presenting your answers to the 
examiners try to assist the examiners, try to co-operate with them by 
presenting your work in as neat and orderly a manner as possible. After 
all, neatness and orderliness are essentials in any one who aspires to be 
a competent accountant. 

Finally, as the last point in connection with co-operation with the 
examiners, never try to bluff the examiners. They have had too much 
experience. Never try to lead them to believe you could easily have passed 
in the question if you had had time, because, as I have said, the 
examiners have taken special care to see that you have time if you tackle 
the question in the proper way. 

So much by way of a plea on behalf of the Board of Examiners for 
your help. The examiners are anxious to help you. You can help your- 
selves by helping the examiners, and don’t, whatever you do, allow 
yourself to fall into the attitude of mind that you and the examiners are 
enemies. I ask you to believe, and this in not cant, that nothing gratifies 
the examiners more than a paper for which they can allot high marks, 
and nothing distresses them more than to find a large percentage of candi- 
dates falling well below the pass standard. 

Now to pass on to more general matters. I understand that I am 
speaking to people who are at the stage in their studies when they will 
shortly be sitting for Advanced Accounting. I want to put it to 





roe BABE HS SOQ I 


— eR eee ee 


ih i ne ee ee ee | 


é 


1946 . THE AUSTRALIAN ACCOUNTANT 507 


those students that there are three aspects of accounting. First of all, 
the recording of events and the preparation from the record of accounting 
statements ; secondly, the analysis and interpretation of those statements; 
and thirdly, the presentation in the form of accounting reports of the 
results of the recording, the analysis and the interpretation. It seems to 
me that it is not as well understood as it should be that an accountant 
should be master of all three aspects. Advanced Accounting to-day is not 
a mere exercise in double entry book-keeping, it is something much more 
than that; it is an exercise in the application to accounting records and 
statements of the analytical mind. Nor is accounting merely a series of 
disconnected and inconsistent rules of procedure. Accounting is a unified 
art that has an underlying theoretical basis, and I hope you won’t mis- 
understand me when I say that I think there has been a good deal of 
waste in the teaching of accounting in the past, because there has been too 
much emphasis on practice and not enough emphasis on theory. It is not 
sufficient that you shall know how things are done in accounting, you must 
also know why things are done in particular ways. Of course there should 
always be preserved a proper balance between the why and the how. 
Your study of both aspects will be greatly facilitated, you will be better 
able to remember the “how” if you know the “why,” you will be better 
able to understand the “why” if you apply the reasoning to practical 
examples ; the two aspects of the.study of accounting must run hand in 
hand. This is particularly important when we deal with these relatively 
modern developments of accounting-analysis and the study of methods 
of presenting accounting statements. Let me return to the three aspects 
of accounting to which I referred earlier—the recording of events and 
the preparation of accounting statements, the analysis and interpretation 
of the statements, and the presentation of the results of that work. Let 
us take first of all the aspect of recording of events and preparation of 
statements. One very common fault amongst candidates in this respect 
is their lack of confidence and certainty in their answers. I think that 
could be remedied in most cases by extensive practice in working exercises 
and past examination questions, and by a definite attempt to understand 
why the problem is handled in a particular way. Let me give you some 
examples of faults commonly found in questions which involve merely 
the recording and preparation of statements. Although it is some years 
now since the examiners first set questions on Holding Companies 
Accounts, though they have set them in practically every examination 
since, and though in practically every examiners’ report they have drawn 
attention to fundamental weaknesses in the answers of the majority of 
candidates, Holding Companies Accounts are still very badly handled; 
indeed so badly handled that the conclusion is inescapable—that the 
nature of the problem is not understood, that the reason for the pre- 
paration of the consolidated balance sheet is not understood, that the 
purpose of the consolidated balance sheet is not understood, and unless the 
reason and purpose are understood obviously the mechanics of consolida- 
tion cannot be understood. I will return to the problem of Holding 
Companies accounts in a few moments and give you some pointers as 
to the way in which problems of that kind can be handled. But for a 
moment just let us notice that defects in the consolidation of the accounts 
of Holding Companies and Subsidiaries are very common. So are de- 
fective forms of balance sheets and profit and loss statements. Obsolete 
terminology is another very common fault. In spite of everything that has 
been written over the last twenty years about defective accounting terms 
we still find candidates using such expressions as Reserves for Bad Debts, 
Reserves for Depreciation, Sales Ledger Adjustment Account, Fictitious 
Assets, and so on. Bring your terminology up to date. There is plenty of 
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literature available. In the columns of the “Australian Accountant,” the 
“English Accountant,” and the “Journal of Accountancy” there is a wealth 
of material about terminology, which should make it easy for students 
to learn and to use the most modern and best accounting terminology. 

Another very common fault is that many candidates quite clearly have 
no consistent theory of accounting, no theory of the purposes, functions 
and methods of accounting which will explain all the features of 
accounting, no theory which will explain depreciation in terms of a 
distinction between charges to profit and loss and charges to be carried 
forward to subsequent years. In that respect a knowledge of the “why” 
is absolutely essential for the modern accountant. 

Now getting down to more routine matters, a common fault in papers 
is that answers are presented which do not balance—balance sheets which 
do not balance. Somebody has said that one essential about a balance 
sheet is that it should balance! Not only from the marking of examina- 
tions but from observations of students I have reached the conclusion 
that failure to balance accounts in the great majority of cases is due to 
one of two faults, either what amounts to one-sided journal entries— 
taking into account an adjustment on one side of the ledger accounts 
and omitting the corresponding adjustment to the other side of some other 
ledger account—or else arithmetical errors resulting from careless and 
untidy work. Let me suggest to you that in the first place you try to 
avoid errors occurring by making your working papers, as well as your 
final presentations, as neat as possible, and secondly that if, in spite of 
that, errors do occur, you proceed to look for those errors methodically 
and not by a process of trial and error; such as transposing items to the 
other side of an account to see if that will make the account balance. Go 
methodically over your work, giving particular attention to the question 
of whether in respect of adjustments, you have taken into account both 
sides of the double entry. 

The final point in connection with the recording of events and the 
preparation of statements 1s that this work is really the preliminary to 
analysis and final presentation of the results of the analysis. The 
statement should be prepared in the first place in such a form as to 
facilitate analysis and interpretation, that 1s to say, the balance sheet 
should be prepared in groups so arranged as to bring to light the 
significant relationships between the groups, and the profit and loss 
account should be so arranged in groups and the groups in such an order 
as to facilitate inquiry into the reasons for the results disclosed by that 
statement. 

I have made special reference to Holding Companies’ Accounts. Since 
these have been in the past so very badly handled it may be helpful to 
some of you if I indicate the precise respects in which the answers 
to problems of Holding Companies’ Accounts have been found to be 
defective year after year. The purpose of the consolidation of the 
accounts of a Holding Company and its Subsidiaries is to give a clear 
picture of the financial position and results of operations of the group as a 
whole. Primarily the consolidation is made for the information of the 
shareholders in the Holding Company. It is not of very much use for the 
information of the minority shareholders in the Subsidiary Companies, 
if any; so it must be prepared in the first place to eliminate the effect 
of inter-company transactions and inter-company balances, and it must 
as clearly as possible show the shareholders in the Holding Company what 
is their equity in the group of Companies as a whole. In both these 
respects and in some others the majority of answers submitted by 
candidates have been defective. There is very rarely in candidates’ 
answers a proper elimination of inter-company transactions and balances. 
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There is very rarely a proper distinction between the equity of the 
majority shareholders or shareholders in the Holding Company and the 
equity of the minority interests in the Subsidiaries. There is very 
rarely a proper division, as between majority and minority interests, 
of the consolidated profit and loss statement and the accumulated profits 
of the subsidiary companies, and finally there is very rarely a proper 
treatment of the accumulated profits of the Subsidiary Companies as at 
the date on which the shares were acquired by the Holding Company. 
Of course these four points would provide material for several lectures, 
but if I mention the defects to you there are ways in which you can 
improve your knowledge by paying particular attention to these defects. 
To repeat, the four important points are— 

(1) the elimination of inter-company transactions and balances; 

(2) the proper distinction between majority and minority interests; 

(3) the proper division between majority and minority interests in 

consolidated profit and loss statements; and 

(4) the proper treatment of the accumulated profits of Subsidiaries at 

the date of acquisition of shares by the Holding Company: 

So much for the first of our three aspects of accounting. We come next 
to the second aspect—Analysis and interpretation. 

Analysis and interpretation of financial and operating statements is 
very largely a study of inter-relationships, with particular reference to 
causes. These relationships are either relationships between one balance 
sheet group and another balance sheet group, or between one profit and loss 
statement group and another profit and loss statement group, or between 
one balance sheet group and a profit and loss statement group or item. 
The study, as I have said, is mainly carried out in order to determine 
causes. For instance, the study of causes of net profit from financial 
statements is carried out by starting with gross income, and by a series 
of deductions for cost of goods sold, selling expenses, administrative 
expenses and financial expenses, arriving at the residue, which is net 
profit. 

To take another example, one very important aspect of the analysis of 
a balance sheet is the study of changes in working capital. The causes 
of changes in working capital are retention of profit in the business 
and the method of financing investment in long lived assets. 

It follows from those two examples, and they could be multiplied, that 
intelligent analysis of a balance sheet or a profit and loss statement is 
absolutely impossible unless there is a logical, consistent and orderly 
classification, grouping and arrangement of the statement. Here again 
there is one very common defect noticeable for many years and referred 
to time and time again in examiners’ reports, but it still persists. To 
facilitate analysis of the operating statement of a manufacturing concern 
it must be divided into two parts—the manufacturing statement, the 
purpose of which is to show the component parts of total manufacturing 
cost—material cost, direct labour cost, manufacturing expenses; and 
the profit and loss statement, which starts with sales, deducts the cost 
of goods sold, so arrives at the gross margin, from that proceeds to 
deduct the selling and administrative expenses properly classified and 
grouped, and so arrives at the operating profit. The attempt to combine 
these two statements into one invariably leads to faulty presentation. It 
also frequently leads to illogical uses of percentages. “Cost of goods 
sold” is quite different in a great majority of cases from “cost of goods 
manufactured.” The two things should be separately analysed, and the 
best way to do that is to analyse them in separate statements— 

(a) The manufacturing statement; and 

(b) The Profit and Loss statement. 
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Frequently in the analysis of accounting statements it is necessary to 
make comparisons between statements for one period and similar state- 
ments relating to other periods. That comparison is made group by 
group, sometimes item by item. Comparison of items is, generally speak- 
ing, unnecessary except to throw further light upon significant variations 
disclosed by the comparison of groups. Let me illustrate that. Suppose 
that you put two or more balance sheets of the same concern as at 
different dates side by side, and suppose that that shows that there 
has been very little change in the total of the fixed assets group, then 
there is not much importance in analysis of the items making up the 
group when these comparisons are being made. Comparisons are of 
two kinds. You may make comparisons of vertical relationships, which 
are known as structural relationships, or comparisons of horizontal 
relationships, which are known as trends. The terms “vertical” and 
“horizontal” arise from the use of what is known variously as the report 
torm, or vertical form of accounting statement—the modern torm of 
presentation of accounting statements. The old debit and credit form— 
left-hand and right-hand side—is a mere survival from the days when 
ledger accounts had to be kept in that torm because that was the 
only form that was convenient in the bound ledger. The debit and 
credit form is a bad form, either for analysis or for presentation; the 
vertical or report form is much superior. The terms, vertical and 
horizontal, structural or trend relationship, are taken from the vertical 
form. An example of the vertical relationship is the percentage of gross 
profit on sales. You can visualize a statement prepared in a single 
column— 


Sales 
Less Cost of Goods Sold 


Gross Profit 


« The percentage of gross profit on sales is calculated by reading down 
the column vertically, the horizontal relationship is as between sales last 
year, and sales this year. If the statement is presented in two columns, 
one for each year, then reading horizontally you can calculate the 
relationship between last year’s sales and this year’s sales. In analysis, 
whether of profit and loss statements or balance sheets, both these kind of 
relationships can be used. Both, in certain circumstances, provide useful 
information, but the comparison of vertical relationships is much more 
useful than the horizontal comparison, therefore, if you like, use both, 
but never dispense with the comparison of vertical relationships. 

My last point on analysis and interpretation of accounting statements 
is the misuse that is made of percentages and the failure to recognise the 
limitations of percentages. The greater part of one chapter in one of the 
books recommended to you for reading is devoted to this particular point, 
so that I need not do more than refer you to that; but in spite of that 
book, in spite of the references to it in examiners’ reports for many 
years, candidates still persist in using percentages improperly and without 
regard to their limitations. Percentages should never be used as a means 
of analysing profit and loss statements unless there is no better means of 
analysis available. 

The third aspect of accounting is presentation, which is probably the 
most neglected of all aspects. When I say neglected, I do not mean 
neglected by students only ; it has been very greatly neglected in the past 
by practitioners, but great changes are taking place; greater changes are 
likely to take place in the very near future. New students should not 
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be living in the past; they should be keeping abreast of accounting 
developments, because when they are practising accounting the old faulty 
procedures and forms will have passed into the discard. I want to make 
two points in particular. Satisfactory presentation of accounting state- 
ments necessitates that emphasis shall be given to significant relationships, 
relationships which tell the reader something useful about the financial 
structure of a business, or about the causes of its operating results. As 
far as the balance sheet is concerned the most significant relationships are 
the percentages of all groups on total funds (which is the same thing as 
total assets), the working capital ratio—that is the relationship between 
current assets and current liabilities—the quick asset ratio, sometimes 
called the liquid ratio, and the proprietary ratio, that is the relationship 
between shareholders’ funds and liabilities. So far as the profit and 
loss statement is concerned the significant relationships are, as I have 
already indicated, of two kinds; horizontal, changes in volume of opera- 
tions or changes in amounts spent, by cornparison with previous years ; and 
secondly, structural changes, such as changes in gross profit percentages 
and so on. There are also the inter-statement relationships. If the balance 
sheet and the profit and loss statement are prepared in vertical form— 
inter-statement relationships, such as the rate of turnover of average 
stock, the rate of turnover of book debts, the relationship of net profit to 
shareholders’ funds, can be very easily shown as footnotes to either the 
balance sheet or the profit and loss statement. 

My second point in connection with presentation is that, as financial 
statements are prepared for the purpose of presentation to busy business- 
men, they should be prepared in as concise a form as possible. From your 
standpoint as students I believe there is scarcely a problem in presentation 
asked in the last five years in which the answer could not have been 
presented on one or two sheets at the most. The more concise it is, 
the more likely it is to be read and understood, and some of the 
questions in the examinations have been set with the specific object of 
finding out not so much whether candidates can prepare an arithmetically 
correct balance sheet and profit and loss account, as whether they can 
present those statenwents in a form in which they would be likely to be 
read and understood by the General Manager of a business who knows 
little and cares less about accounting conventions. 

The presentation of the results of analysis of accounting statements 
sometimes involves an addition to the statements themselves, in the form 
of a narrative report. If a statement is well prepared so as to bring out 
very clearly the significant relationships between the various parts of the 
statement, the writing of a narrative report is very greatly simplified. In 
fact, I think it is true to say that in the majority of cases if it is necessary 
to write a long narrative report then there is something wrong with the 
presentation of the statements. The narrative report should be used 
merely to emphasise the essential features of the statement and in some 
cases to make reservations and qualifications concerning it. It should 
never be long and rambling, it need never go over the whole field—the 
statement is there to tell the whole story; and it should be arranged like 
the statements themselves, in an orderly and logical manner, properly 
divided into paragraphs and sub-paragraphs, each section dealing com- 
pletely with all that needs to be said about a particular aspect of the 
statements ; for example, one section dealing with financial position, and 
another section dealing with operating results. The two things should 
not be interwoven in a long rambling discursive narrative. 

I hope that what I have had to say, though it has necessarily been in 
very general terms because of the field I have attempted to cover, will be 
of some use to you, and that it may help you to satisfy the examiners. 
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Budgetary Control 


By A. L. DuGarp, A.M.1.£. (AuST.), CHARTERED ENGINEER (AUSTRALIA). 


Being a thesis submitted in accordance with the conditions of the 
Melbourne Technical College Course in “Managerial and Industrial 
Organisation and Accounting.” 


INTRODUCTION. 

This paper will endeavour to set out the meaning of budgetary control, 
its fundamentals, the benefits that are likely to accrue from its use, 
pitfalls to be avoided and the essentials for success. After discussing 
general features the various types of budget will be described and 
compared.. The relationship between the leading types of budget, such 
as the master budget, the financial budget, the sales budget, the sales 
expense budget, the production budget, and the manufacturing expense 
budget will be brought out. Finally, figures have been prepared for a 
hypothetical business from which are drawn the data necessary to 
furnish an example of each of the above types. 

In connection with the latter, the author wishes to make it clear that 
he does not belong to the higher circle of accountants and business men, 
but is a rather simple person whose experience is limited to technical 
matters. Accordingly, he craves the indulgence of the reader whose 
professional talents may enable him to detect unlikely relationships 
between the individual amounts of income and expenditure. He begs 
leave to point out that the purpose of this paper is to illustrate methods; 
not to furnish a criterion of sound financial administration. 

NOTE.—Throughout this paper it is assumed that the business under 
discussion is an existing one. 


DEFINITIONS. 
BUDGET. The Oxford English Dictionary tells us that budget 


means the contents of a bag or bundle, or the annual estimate of revenue 
and expenditure by the Chancellor of the Exchequer in the House of 
Commons; also a private person’s similar estimate. (Budgeting in 
business is so new that it has not yet found its way into dictionary defini- 
tions, except in the limited form quoted. ) 

CONTROL. The dictionary tells us that control is the power of direct- 
ing; command; restraint; means of restraint; check; standard of com- 
parison for checking inferences deduced from experiment. (O. E. D.) 

From these definitions we would infer that BUDGETARY CON- 
TROL of a business is the direction or command of the business in 
accordance with a pre-arranged plan based on an estimate of income 
and expenditure for a stated period. 

Although budgets are based on a forecast of probable future conditions 
they are in effect a complete plan of internal operation of a business, or 
more specifically, the regularity of making plans and comparisons and 
searching for capacities might be said to be the essence of budgeting. 

Certain other definitions are necessary to an understanding of the 
subject of Budgetary Control, but for the sake of continuity, these are 
dealt with as the need arises. 


History. 


In 1922 there was published in the U.S.A. a text book entitled 
Budgetary Control, the author being James O. McKinsey, Professor of 
Business Administration, University of Chicago. The following is an 
extract from page 4: “Although practically all people who have given 
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thought to the subject will admit that there should be budgetary control 
of public finances, very few have thought of budgetary control with 
reference to the individual business unit.” It appears, therefore, fairly 
safe to assume that the use of budgetary control in business is confined 
to the past twenty-five years in America. In other countries its use is 
even more recent. In Australia, until quite recently, its use was practi- 
cally confined to Australian branches of overseas companies. We must, 
nevertheless, bear in mind that many of the ideas and principles behind 
business budgeting have been widely used, although not under the title 
of budgeting, for a considerable period. 


AIM OR PURPOSE. 


The primary aim or purpose of budgetary control is to assist 
management to perform its function in business, which is to produce the 
maximum profit for the longest period consistent with preservation of the 
asset. 

Two corollaries may be appended to this proposition. First, that plans 
must be followed by action; and second, that the budget scheme must 
not be so elaborate as to be uneconomical. The first needs little comment 
since it is fairly obvious that if plans are not carried into effect the time 
and energy expended in their preparation is wasted. Hence, we must be 
watchful that no records are kept except such as are likely to be of use 
as guides to future action. The second is a warning to avoid situations 
in which the cost of keeping records and preparing budgets cannot be 
recovered in the increased efficiency arising therefrom. This is chiefly 
a matter of keeping the degree of analysis of expense items within 
reasonable limits. 


GENERAL PRINCIPLES. 


As regards budgetary control it makes no difference whether the 
organisation is that of an individual, a partnership, a proprietary company, 
or a public company. In these cases it is the responsibility that varies, 
not the method. 

A necessary feature of successful budgeting is frequent and regular 
comparison of actual with intended results during the budget period. This 
enables variations to be detected and corrective action to be taken before 
the consequences become serious. Ills in business are like disease in the 
human body, much easier to cure in the early stages. 

Budgets should always be prepared with a view to fixing responsibility 
for the achievement of results on individuals, although in fact, this is 
a necessary feature of good organisation in any business. The importance 
of this factor cannot be overstressed. 

Budgeting presupposes an organisation in which authority and re- 
sponsibility are clearly defined and accepted. 

It is good policy when budgets are being prepared to consult those 
executives who will be responsible for their performance. An officer 
who has taken part in the preparation of a plan is much more likely to 
use every endeavour to justify the plan in difficult circumstances. 

Perhaps the most important feature of all in successful budgeting is 
to compile all budgets on a ‘working’ basis, i.e., a basis in terms of 
requirements—hours, tons, yards, etc., machine capacities, units of 
sales, units of general expense. The budgetary scheme or ‘plan’ should 
be built around physical factors; the number of articles the salesman has 
to sell; the weight or the measure of the raw materials used; the 
number of ‘kilowatts’ consumed in the production. These are afterwards 
converted into money values for incorporation in the Master Budget and 
the financial statements. 
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ADVANTAGES. 


In endeavouring to enumerate the advantages of budgetary control the 
enthusiast is apt to claim as the outcome of budgeting features which 
have been a part of efficient business management for many years. It is, 
in fact, a process of some difficulty to differentiate between results 
which might be the outcome of efficient management and those which 
specifically follow from budgeting. It is, however, fairly safe to say that 
one important outcome of budgetary control, in fact, a fruit of sufficient 
value in itself to justify the adoption of this method, is the pressure it 
exerts on management to treat business as a science instead of a 
speculative art. 

Another advantage of budgetary control is ‘that by bringing more 
factors into the pre-determined group it economises the time and energies 
of the executives, since they are called upon to deal only with the 
variations from plan. 

Thirdly, by setting a goal that is reasonable and quite possible of 
attainment budgeting acts as a driving force upon management. 

Still another advantage is aptly described by W. Scott, in Business 
Budgeting and Budgetary Control, page 77. He says: “Throughout the 
various analyses and investigations, every possible efficiency should be 
aimed at. Opportunities for making savings are much more apparent in 
planning budgetary figures than while operations are in process. It is 
always much easier to accept inefficiency after it has shown itself than to 
authorise inefficiency for the future. Care and attention at the outset 
seldom fail to show savings and this is one of the major advantages of 
budgetary preparation.” It is for this reason, in the opinion of the 
author, that the individual budgets should be prepared by the executive 
who will be responsible for their operation rather than by a central 
budget officer. 

Modern business is becoming dependent upon co-operation and co- 
ordination to an increasing extent as it becomes more highly specialized. 
How can this co-ordination best be accomplished? “By personal driving 
force,” says the ‘boss,’ reared in the old school, “by my drive,” he adds, 
“I know what is good for this business. Why! I could do the job while 
you are filling in the form instructing somebody else to do it.” Is this a 
sound argument ? What happens when the ‘boss’ falls ill or dies or even be- 
comes insane with ‘personal’ worry? Modern business, to quote Professor 
McKinsey again, “cannot depend upon the intuitive faculties of a single 
individual developed by years of experience, faculties which perish with 
the individual. The organization must be independent of any single 
individual in it. All of which goes to show that there should be some 
systematic method of gathering information from the past and formulat- 
ing on this basis plans for the future, and of subsequently reporting how 
these plans have been carried out. Such an accounting and statistical 
organization we may call a budget system.” 


ORGANIZATION FOR BUDGETARY CONTROL. 


The satisfactory operation of budgetary control calls for certain general 
features in the business under consideration in addition to those already 
listed, e.g.: a clearly defined general policy; a satisfactory general 
accounting system; an adequate cost system embodying a perpetual in- 
ventory of stocks of raw materials, works in process and finished goods. 

In addition, it is necessary to have a plan for implementing the 
budget and the plan must be ready before we try to instal the system. 
Further, this plan should be incorporated in a document usually called 
the “Manual on Budgetary Procedure,” which should be in the hands of 
every officer concerned. 
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In order to promote smooth working it is advisable for all budgetary 
matters to be under the direct control of the chief executive, who must 
be both the nominal and the active head of the budgetary organization 
No officer connected with a department should be asked to give decisions 
connected with the budgets or administration thereof in other depart- 
ments. 

The “Manual” must establish, inter alia, the proper procedure and the 
proper times for the submission of departmental estimates and subse- 
quent reports. It should emphasize that the responsibility in these matters 
is placed upon the head of the department. If he delegates the task of 
preparation he does not delegate the responsibility. 

Other advantages which accrue from the preparation of budgets by the 
heads of departments have already been referred to under the section 
entitled “Advantages” above. 

In the examples which accompany this discussion (Figs. 1-3) figures for 
past periods are given for the financial statements only. In some cases it 
might be advisable to give figures for the last period or possibly an average 
for the last three or four periods in the individual budgets. In the opinion 
of the author the most satisfactory method is that known as the 
movable period budget when each month a further period is added and 
one dropped from the budget. 

Another essential feature of Budgetary Control is the form and 
content of the reports of operations that come back to the chief 
executive. In this case the report forms should be designed by the 
officers of the central management for on them will fall the responsibility 
of comparing actual with budgeted results and recommending remedial 
action. It is important to see that adequate information is collected at the 
source to enable a full determination as to whether the results are up to 
the standard set by the budget and, if not, the reasons for the failure. 

As is the case with the budgets, the number and set-up of the report 
forms will depend largely upon the size and type of business under 
discussion. In the larger business where the employment of the necessary 
staff is warranted, it would be good policy to save the time of the 
executives by designing and using a complete set of report forms which 
contain all necessary ratios between the various performances, present 
and past. On the other hand, the author is of the opinion that in the 
small business, such as that used to illustrate this discussion, adequate 
information of this nature can be incorporated in the budget forms 
themselves. Too great an elaboration would be an expensive and therefore 
an undesirable feature. Certain possible exceptions are referred to under 
the heading, “The Use of Ratios,” below. 


Types OF BUDGET. 
Budgets may be either fixed or variable. The term variable budget covers 
three broad types, viz.: The Multiple Budget; The Flexible Budget ; and 
The Functional Budget. These will now be described. 


(1) FIXED BUDGET. This type of budget, also known as a static 
budget, is the easiest to prepare. Nevertheless, there is distinct dis- 
advantage in its rigidity. Circumstances beyond the control of the 
management may make the budgeted results impossible of achievement, or 
on the contrary, sales, which are the life blood of business, may show an 
unexpected improvement. The frequent recurrence of such eventualities, 
necessitating a change of plan during the period of operation, resulted in 
the demand for a type of budget which provides for such contingencies 
and hence arose the variable budget. 

(2) MULTIPLE BUDGET. This budget sets a standard for a 
tange of values above and below that pre-determined by the management. 
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In the preparation of variable budgets we need to take into account the 
fact that some costs remain constant irrespective of the volume of sales 
while other costs vary as the volume of sales or production is varied. The 
former are known as “Time Costs” or “Fixed Costs,” the latter as 
“Volume Costs” or “Variable Costs.” These two types will now be 
described. ; 


(a) TIME COST. This is the cost of keeping the factory able to 
produce. Its amount is determined by the policy of the general 
management. 


(b) VOLUME COST. Strictly, this covers all other costs, although 
some authorities further divide these into variable and semi- 
variable costs according to the degree to which they depend upon 
the volume of production. 

Examples of time cost are:—rent of buildings, interest, etc. 
Examples of variable costs :—direct labour, direct materials, etc. 
Examples of semi-variable costs :—clerical expenses, cleaning, etc. 
In discussing the relative merits of the fixed and the multiple budget, 
we should bear in mind that a fixed budget can be extended to make 
a multiple budget at any time. The process, although laborious, is quite 
simple and is best illustrated by an example. Let us choose say the 
Manufacturing Expense Budget (see Fig. 6) and deal with the month 
of January. If the Sales Budget called for the plant to be operated at 
say 80% of its maximum capacity the set-up would be as follows :— 


MULTIPLE BUDGET OF MANUFACTURING EXPENSE, JANUARY, 1955. 





Sales variation % ie ‘i He 9 0 +10% +15% 





Production Capacity .. ea | 68% 2% 80% 88% 92% 





Indirect Labour—Maintenance 33/7/- 33/7/- 33/7/- 33/7/- 33/7/- 
Drafting .. | 100/-/- 100/-/- 100/-/- 100/-/- 100/-/- 
Supervision 120/17/— | 120/17/-— | 120/17/— | 120/17/- | 120/17/- 
Depreciation .. a .. | 129/3/- 129/3/- 129/3/- 129/3/- 129/3/- 
Rates, Insurance a oa 34/10/- 34/10/- 34/10/- 34/10/- 34/10/- 
Indirect Materials ‘ ai 7/8/- 7/17/- 8/14/- 9/11/- 10/-/- 
Fuel, Power ~ a5 ae 11/17/- 12/11/- 13/19/- 15/7/- 16/1/- 
Apportionment Office Expenses 15/14/- 15/14/- 15/14/- 15/14/- 15/14/- 








Total | 452/16/- | 453/19/- | 456/4/- | 458/9/- | 459/12/- 

















The time costs which remain constant are in this case the indirect 
labour, depreciation, rates, insurance, office expenses. The only truly 
variable cost is fuel, power. Indirect materials is in reality semi-variable, 
but as an exact determination of the ratio of its variation would be 
difficult, if not impossible, it is treated as an ordinary volume cost. 


(3) FLEXIBLE BUDGET. This budget was described by J. R. 
McKenzie in The Australian Accountant, October, 1936, as “One so 
constructed as to provide a ready means of computing exact budget 
figures for any particular volume of business and establishing the means 
of direct comparison of actual operating results with definite standards.” 

There are a number of methods of preparing flexible budgets. Six of 
these are described in Business Budgeting and Budgetary Control, by 
W. Scott. 

A detailed description of the methods of preparing flexible budgets 
is beyond the scope of this paper. Nevertheless, the underlying principles 
may be stated in general terms. The flexible budget requires the 
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division of all costs into their fixed and variable portions, previously 
referred to as Time Costs and Volume Costs. The Volume Costs are then 
expressed as ratios in order that an accurate calculation can be made 
for any particular amount of turnover or production. 

The various methods described by Scott all reach the same end by 
different routes. Some are easier of application to a particular set-up than 
others. One possesses a distinct advantage in being graphfcal, which 
much reduces the chance of errors in calculation escaping notice. All 
possess a common feature in that their value depends almost entirely upon 
the choice of the figures from which the ratios are calculated being a 
wise one. If this 1s not the case the results will be a reflection of 
abnormal conditions and valueless as a guide to future action. 

In referring above to “an accurate calculation” the author feels 
impelled again to strike a note of warning against unwarranted refine- 
ment in analysis. It should be borne in mind that no matter how 
careful we may be in our thoughts and calculations the future is un- 
predictable. In practice the conditions will depart from plan whether we 
wish it or not. In fact, this is the feature that gives the flexible budget its 
value over other types. It furnishes a target which is as near to exact as 
it can be. 


(4) FUNCTIONAL BUDGET. This budget differs from those pre- 
viously described in that its primary purpose is to fix responsibility upon 
individuals, The expenses are analysed with this end in view. The 
successful operation of this type of budget calls for a clear understanding 
of the duties of each executive. There must be no overlapping or 
ambiguity. Like flexible budgeting the functional budget is outside the 
scope of this paper. There is a chapter devoted to the subject in Scott’s 


textbook referred to above. 


PERIOD OF THE BUDGET. 


The factors governing the choice of a budget period are set out by 
Professor McKinsey in Budgetary Control as follows :— 


(1) Length of the merchandise turnover period. 

(2) Length of the production period. 

(3) The method of financing employed. 

(4) The market conditions. 

(5) The adequacy and completeness of the data with reference to past 
operations. 

(6) Length of the accounting period. 


If the merchandise turnover or the production varies from a uniform 
1ate it is necessary for the length of the period chosen to be great enough 
to cover a complete cycle. 

If the method of financing calls for bank accommodation it is advisable 
that the period chosen should be long enough to enable the financial 
position to be determined some months ahead. 

On the other hand, when market conditions are uncertain and variable, 
the period should be kept as short as possible. Likewise, at the inception 
of budgeting in a business it is advisable to keep the period as short 
as possible, particularly when the records of previous results are in- 
adequate. 

It is necessary that the budget period should’commence and end at 
the same time as an accounting period in order to make use of 
accounting data. The budget period could, of course, cover one or more 
accounting periods. 
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The general experience seems to be that the period which usually 
proves most satisfactory is one year, although for a first budget a much 
shorter period is probably more suitable. 

Finally all budgets, including the financial statements, should show 
the expectances no more infrequently than once a month in order to 
enable frequent comparison between actual and budgeted results. 


INDIVIDUAL BUDGETs. 


The next decision to be made is the number of individual budgets 
which should be prepared. The answer will depend largely upon the size 
of the business and the number of departments into which it is divided. 

The average small business can be satisfactorily operated upon a 
basis of five budgets in addition to the financial statements, viz.—sales, 
sales expense, production, manufacturing expense, and financial. The 
large business will probably find it necessary to make use of many 
subsidiary budgets in all departments, examples being—advertising, 
packing and transportation expense, materials, purchase, labour, payroll, 
plant and equipment, repairs and maintenance, administrative expense, 
operating capital, etc. 

Having decided upon the particular budgets which will best suit the 
purpose in hand, it is necessary to determine which should be prepared 
first. There are two methods of approach; the one to estimate the 
probable sales and work from this through production to the estimated 
profit ; the other to decide upon the amount of profit considered attainable 
or necessary and work through production to the sales required to 
produce this profit. The former is the more customary method probably 
for the reason that the volume of sales attainable is the factor which’ 
controls the output of most businesses although the latter seems the more 
logical approach considering that the ultimate aim of management is 
profit. 

In the illustration which follows, the first method is the one adopted, 
the order of preparation being—sales, sales expense, production, manu- 
facturing expense, and financial followed by the manufacturing state- 
ment, the profit and loss statement and the balance sheet. 


THE SALES BUDGET is the one most likely to be affected) by ex- 
ternal factors. In its preparation salesman’s forecasts should be heavily 
discounted. More reliable guides are ; an intelligent use of the Government 
Year Book; a study of the nature and intent of possible competition ; and 
a scrutiny of the sales of primary products, particularly wheat and wool. 

The Sales Budget should always be prepared in numbers of items. 
These will later be incorporated in the production budget. If it is 
not also prepared in money values at this stage it will be necessary to do 
so later for incorporation in the financial budget. 


THE SALES EXPENSE BUDGET is the necessary concomitant of 
the sales budget. It sets out in detail the cost of attaining the estimated 
sdles programme. There is some difference of opinion as to the items 
which should be included in the sales expense budget. Bad debts should 
be charged to sales expense if the extra risk which produces a higher ratio 
of bad debts is regarded as a selling device. Likewise, discounts should 
be similarly treated if regarded in the same way. Delivery costs and 
“after sales service” should always be debited to sales expense as this 
will furnish a check on a sales staff which is anxious to increase sales 
figures regardless of the degree of profitability to the firm. The im- 
portance of developing and executing a properly designed sales expense 
budget is evident when one considers that there is hardly any satisfactory 
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standard by which to judge selling expense; there being no exact means 
of determining the amount of selling expense necessary to secure a unit 
of sales. It is therefore especially necessary that formal and exact control 
of selling expense be exercised. 


THE PRODUCTION OF MANUFACTURING BUDGET. The 
preparation of this budget presupposes a careful consideration of the 
relative merits of a uniform rate of production with sufficient stocks of 
finished goods to satisfy a fluctuating sales rate and the alternative of 
a rate of production designed to satisfy the sales budget in its varying 
intensities in such a way as to reduce the amount of the stocks of 
finished goods it is necessary to carry to a minimum. 

Production budgets should always be prepared in numbers of physical 
items having regard to the capacity of the plant. The totals of these 
items are, of course, converted into money values for incorporation in 
the financial statements. 

The production budget for the whole plant is broken down into 
individual budgets for particular production centres and the process is 
carried as far as is necessary to ensure that responsibility is placed and 
accepted in the proper quarter. 


THE MANUFACTURING EXPENSE BUDGET is charged with 
every expense incurred in the business except sales, administrative and 
financial expenses. The manufacturing expense budget is sometimes 
further sub-divided into a plant and equipment budget, a repairs and 
maintenance budget, etc. 


THE ADMINISTRATIVE EXPENSE BUDGET usually includes 


the following items—salaries of top executives, audit fees, postage and 


telegrams, printing and stationery, legal expenses, subscriptions, fees, 
office rent and insurance. 


THE FINANCIAL OR CASH BUDGET is of the greatest import- 
ance; its function is to ensure that the company’s immediate cash position 
is always satisfactory, in other words, that there is always sufficient 
cash in hand or in the bank to pay wages and accounts when due and 
on the other hand to see that there is not an excess of cash which might 
be better employed. 

It is quite possible for a business with satisfactory sales and efficient 
production to be seriously embarrassed by deficiency of working capital. 
This budget should be prepared by or concurred in by the accountant. 

In addition, financial planning gives a business much greater prestige 
with its bankers. (A manager who is able to say to his banker in January: 
“I shall need accommodation to the extent of £ ... . in May;” 
is far more likely to receive consideration than one who is forced to go to 
the bank when the need is urgent.) 


THE MASTER BUDGET should set out the estimated sales, the esti- 
mated costs, and the estimated profit. The master budget can be regarded 
as a statement in figures of the policy of the company. In many cases, 
as in the illustration which follows, the master budget is considered to 
be unnecessary; its place is taken by the estimated profit and loss 
statement. 


Tue Use oF Ratios. 
In the control of a business the best method of determining the 
satisfactoriness or otherwise of any operation is a study of ratios. The 
net profit may appear satisfactory because it is higher than that of the 
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last period, but it may be out of ail proportion to the increase in sales, 
The use of ratios will make this and other trends perfectly obvious. 

A detailed description of the use of ratios is beyond the scope of this 
discussion, Furthermore, every text-book on Budgetary Control devotes 
considerable space to the subject. Some description of several of the 
ratios of greatest importance in the type of business illustrated will now 
be given. 


CURRENT ASSETS TO CURRENT LIABILITIES. Assets and 
liabilities are considered to be current if due within a year. This ratid 
really expresses the margin of safety available to creditors. 


NET SALES TO SUNDRY DEBTORS. This indicates the efficiency 
of the collection policy. 


NET SALES TO OPERATING ASSETS. This is a useful indication 
of the economic efficiency of the business. 


NET PROFIT TO NET SALES. Another pointer to the economic 
efficiency of the business. 


NET PROFIT TO PAID CAPITAL. A guide to likely dividends. 

Full use cannot be made of ratios unless they can be compared with 
those of previous years. Where possible the ratios should also be 
compared with those of other concerns and the industry as a whole. 


EXAMPLE. 


A hypothetical business engaged in merchandising and such manu- 
facture as is necessary in the marketing of mild steel reinforcement for 
cuncrete. 

Probably the best way to describe the essential features of budgetary 
control is to apply it to an actual example. The author chose this 
particular type of business in preference to the many that may perhaps 
be better adapted for the purposes of illustration because he has some 
slight knowledge of the operation of such a business. 

The office staff is assumed to consist of the general manager, the 
secretary, who is also the accountant, one salesman, an engineer who is 
works manager, a foreman, three clerks, two typists, a telephonist, four 
draughtsmen and two boys. The operatives number twenty-six and 
comprise the direct labour charge. There is also a mechanic who main- 
tains the plant. The cost of his service is charged to Indirect Labour, 
Maintenance. 

The budgets in the order in which they have been prepared are, Sales, 
Sales Expense, Production, Manufacturing Expense, Financial, Manu- 
facturing Statement, Profit and Loss Statement, and Balance Sheet. In 
the actual operation of the business further budgets would probably be 
prepared, but in order to keep this discussion within reasonable limits 
the illustrations are confined to those listed above. 

The Company’s financial position at the commencement of the budget 
period is as set out in the Comparative Balance Sheet at 31/12/54. The 
result of the previous year’s trading (1954) is shown in the Comparative 
Profit and Loss Statement. 

After considering all relevant factors the directors decide to have a 
fixed budget for Gross Sales to the amount of £54,000 prepared for 
the forthcoming period. 

The General Manager and the Salesman jointly prepare a Sales 
Budget and a Sales Expense Budget. The method of preparation of the 

Sales Budget (Figure 4) is as follows:— 
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Budgeted gross sales . . . £54,000. Average selling price per 
a. 4.5, 
54000 
Annual tonnage = 2160. 
25 
Averages over recent years indicate that a likely sub-division of this 
total is :— 
Plain Bar 25% 540 tons. 
Bent Bar 70% ae 
Sundries 5% 108 sez, 


Total 2160 ,, 


In this class of business, which is a supplier to the building trade, 
the only regular tendency towards a fluctuation in sales is a slight 
falling off at the half-yearly periods of June and December. (In practice 
this budget would also be prepared in money for incorporation in the 
financial budget. ) 

The General Manager and the Salesman also prepare the Sale 
Expense Budget (Figure 5). The allocation of amounts is as follows :— 


Item Time Volume 
Salaries 600- aoa 
Commission — 300 
Expenses 150 — 
Advertising 100 -- 
Cartage, freight -- 

Allowances, discounts 1900 
Apportionment of office exs. 285 — 


Totals £1135 £2740 


The time costs are apportioned at the rate of 1/12th of the annual 
cost per month. 


600 
e.g., Salary = == £50. 


The volume costs are apportioned by the formula :— 
months sales tonnage 
Monthly budget = x annual charge. 
annual tonnage 
184 540 
e.g., Cartage, freight for January -—- x —— = £46. 
2160 1 
The Works Manager prepares a Production Budget (Figure 6), also 
a Labour Budget and a Materials Budget. The Production Budget is 
prepared on the basis of a uniform rate of production. The method is 
to determine the number of working days in each month and apportion 
the annual tonnage accordingly. 
17 540 
e.g., Plain bar in January ——- x —— = 37.6 tons. 
244 1 
The Labour Budget (not illustrated) would be the instrument for 
controlling the expenditure of £8,300 estimated as the total requirement 


for labour for the period. 
The Materials Budget (not illustrated) would be the instrument for 
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controlling the expenditure of the amount of £25,514 which is the 
estimated value of the raw materials required for the budget period. 
The Manufacturing Expense Budget (Figure 7) is prepared by the 
General Manager with the assistance of the Accountant. The allocation of 
amounts is as follows :— 


Item Time Volume 


Indirect Labour, Maintenance 400 
i Draughting 1200 
se Supervision 1450 
Depreciation 1550 
Rates, Insurance 414 
Indirect Materials 
Fuel, Power — 200 
Apportionment Office Exs. ~ — 


Totals £325 


These amounts would be apportioned between the months as follows :— 
Time costs 1/12th of annual figure per month. 
414 
e.g., Rates, Insurance —— = £34/10/- per month. 
12 


Volume costs according to production schedule. 


17 200 
e.g., Fuel, Power in January —— x —— = £13/19/- per month. 
244 1 


The control of Administrative Expense would also be by a budget 
prepared by the General Manager. All items are time costs and would 
be apportioned accordingly. The total amount thereof would be £4650. 
(This budget is not illustrated.) 

The Financial Budget is the instrument for controlling the cash 
position and would be prepared by the Accountant. The average collec- 
tion period is determined from past results and the monthly receipts 
calculated. The monthly disbursements include the annual dividend, paid 
in March, and taxation, paid in October. (The illustration of this budget 
is Figure 8.) 

No Master Budget, or rather, ne special document under that name, 
has been prepared for this illustration because the author is of the 
the opinion that all the information which a Master Budget sets out can 
be incorporated in the Manufacturing and Profit and Loss Statements 
if they are prepared in the manner illustrated. In other words, these state- 
ments are the Master Budget. 


SUMMARY. 


In the opinion of the author the whole subject has been aptly sum- 
marized by W. Scott in “Business Budgeting & Budgetary Control,” 
page 3, where he says: “In any analysis of a business there are three 
fundamental factors 

(1) What is the present position? See the Balance Sheet. 

(2) How did it arrive at such a position? See the Profit and Loss 

Statement. 

(3) Where is it heading for in the future? See the budget. 

The Budget can therefore be regarded as the logical successor to the 
other two statements.” 
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Figure 1. 
COMPARATIVE BALANCE SHEET. 


Current Assets. 

31-12-55 31-12-54 
Cash in Hand 100 110 
Cash at Bank 645 315 


Sundry Debtors 7059 6580 
less doubtful 80 80 


Stock in Hand— 
Raw Material 
Work in Process 


Finished Goods 
26954 ————— 24945 


Total Current Assets £34678 £31870 


Fixed Assets. 


Office furniture & fixtures 
Plant & Equipment 18010 
less Depreciation 1000 


Saw & Shear Blades, etc., in reserve 

Land & Buildings 10000 

less Depreciation 550 
—— 9450 


Total Fixed Assets 27278 
Total Assets £6195 


Current Liabilities. 


Sundry Creditors 
Proposed Dividend 
Provision for Taxation 


Proprietorship. 


A Class Shares 40000 
B Class Shares 10000 


Total Paid-up Capital 50000 
General Reserve 5879 


Total Proprietorship 55879 
Total Funds Used £61956 
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Figure 2. 
COMPARATIVE MANUFACTURING STATEMENT. 


Raw Materials— 1955 1954 


Beginning Inventory 17700 17300 
Beginning Raw material in 
Work in process 2560 


20260 
Purchases 25314 


45574 
Less Raw Materials—- 
Inventory at end - 17500 
Raw material in work in 
process at end 


20000 
Labour— ———— 
In work in process at beginning 833 
Labour for year 8300 


9133 
Less in work in process at end 815 
Manufacturing Expense—- ———— 
In work in process at beginning 807 
Expense for year 5564 


6371 
Less Work in process at end 785 5586 5848 





Cost of Goods Manufactured 39478 36605 
Finished Goods at beginning 3045 2500 


42523 39105 
Less finished goods at end 5354 3045 


Cost of Goods sold £37169 £36060 


Figure 3. 
CoMPARATIVE Prorit & Loss STATEMENT. 
1955 1954 
Sales 54000 52000 
Less cost of goods sold 37169 36060 


Gross Profit 16831 15940 
Less selling expenses 

Administrative expenses 

Financial Expenses 8575 8370 





Net Profit before Tax 8256 7570 
Less provision for Income Tax 2477 2270 
Net Profit after Tax 5779 53 
Less Dividends paid and proposed 5000 5000 
Balance transferred to General 


Reserve £779 £300 
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Valuation of Goodwill and Its Treatment in Accounts 
By Norman S. YOUNG, A.U.A. (COMMERCE), F.I.C.A. 


(Continued from November issue) 


PERSONAL GOODWILL. 


Having considerably exceeded the time which I had intended to 
spend on discussing the methods of valuing business goodwill I have 
no alternative but to content myself with only a passing reference to the 
problem of valuing personal goodwill. 

Practitioners in the several professions build up what is popularly 
known as a connection; the successful practitioner will have a large 
connection, the unsuccessful a small or negligible one. Speaking broadly 
this connection is largely personal and is derived mainly from the 
public’s approval and recognition of the degree of skill and ability of the 
individual practitioner; this approval and recognition is reflected by the 
demand for the practitioner’s services and the willingness to pay his 
fee for such services. 

It is obvious in some situations that this connection or goodwill has 
little or no exchange value, as in the case of a highly successful surgeon 
or barrister. The connection in these cases is usually so personal, so 
dependent upon the specialised knowledge and skill of the practitioner, 
that it cannot be transmitted to a successor because it is most unlikely 
that a prospective purchaser of the connection would possess just those 
qualities and that experience which would make him acceptable to the 
persons who had been engaging the Services of his predecessor. 

This, however, is not always the case, in fact it is the exception. Sound 
and lucrative medical, legal and accountancy practices are built up by 
the average run of practitioners in which the patients and clients, or at 
least a substantial portion of them, are prepared to extend the same 
degree of patronage to a new partner or a successor as they did to the 
practitioner who first won their confidence. Personal goodwill of this 
description, to have an exchangeable value, must provide the means 
of the purchaser being introduced to the patients or clients of the 
vendor of the goodwill under such circumstances and on such terms that 
the purchaser, by the application of average skill, will be able to retain 
the connection of the vendor. 

We have already noted the customary method employed in valuing 
the goodwill of a medical practice. This has been the method for many 
years and it is somewhat surprising in these days of high income tax 
that this method should still be in operation. It cannot be gainsaid that a 
person who purchases the goodwill of a professional practice on the 
basis of say, one year’s gross takings, will find it practically impossible 
to recoup his investment in the purchase of goodwill out of subsequent 
earnings, assuming always that he is able to maintain a similar standard of 
earnings to that of his predecessor. Let us take a practice which has been 
providing gross takings of say, £4,000 per annum against which the 
expenses have been £1,000 per annum. If the purchaser succeeds in 
maintaining this volume of gross earnings and his expenses are not 
increased his net income will be £3,000 per annum out of which he 
will have to pay £1,530 for income tax, leaving him a net balance each 
year of £1,470. Allowing a minimum of £1,000 per annum for living 
expenses he has only £470 left each year to recoup his capital outlay on 
goodwill which would be £4,000 in the illustration used, if the 
standard formula for valuing the goodwill of medical practices were 
adopted. Even if the purchaser can build up on the old connection 
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and increase the net income to, say, £4,000 per annum his position is not 

naterially improved for his tax also goes up to £2,295, so that his 
net income is £1,705; in other words, out of the last £1,000 in fees 
the Commissioner of Taxation will take £765. 

It is not possible to lay down any hard or fast rule for valuing the 
goodwill of a professional practice, as the facts and circumstances in 
each case will vary so greatly. As in the case of “business” goodwill it 
is most important that full consideration be given, in making the valuation, 
to the effect of income tax—regarded from the point of view of the 
purchaser. Probably the most equitable, and certainly, from the pur- 
chaser’s point of view, the most satisfactory method of purchasing good- 
will is to agree with the vendor that he will be paid an agreed percentage 
of the gross takings from the practice for a certain number of years 
after the date of purchase, the vendor to pay the income tax on this 
percentage. An agreement of this description however is not always 
practicable. 


THE TREATMENT OF GOODWILL IN ACCOUNTS. 


Paton expressed the conventional accountancy viewpoint on the ques- 
tion of whether and in what circumstances the value of the goodwill 
of an enterprise should be recorded as an asset in the books of account 
when he said :—“it has long been an accepted rule of orthodox account- 
ing—a rule which has nevertheless been frequently violated—that good- 
will or related intangibles should in no case be recognised definitely in 
the accounts unless acquired by bona fide purchase on a cash or 
equivalent basis and should then be entered as an asset for only the 
amount actually paid.” (31) 

The reason for this rule is a practical one. The balance sheet of an 
enterprise is not intended to reveal the value of the enterprise as a going 
concern. The assets in a balance sheet for instance are not shown at 
selling values but on the basis of conventional values, e.g., fixed assets 
such as buildings and plant at original cost less depreciation written 
off ; stock in trade at the lower of cost or market selling value (some- 
times even lower) book debts at face value less a provision for doubtful 
accounts; investments at cost, although sometimes at market value. 

If a business possesses goodwill this goodwill is a fluctuating factor and 
if it had to be. shown as an asset in each year’s balance sheet an involved 
and highly arbitrary estimate would have to be made annually. The 
result would be meaningless. As already pointed out where a business 
possesses goodwill the most effective evidence of this fact will be 
contained, not in the balance sheet, but in the series of annual revenue 
accounts from which it will be possible to note the reporting of above 
normal profits on capital employed. 

As Yang puts it:—‘“anyone who desires to know the earning capacity 
of an enterprise can gather the information more intelligently from the 
income statements than from the value in the balance sheet which is 
nothing more than an expression of opinion, a hypothetical magnitude 
that has been arrived at through a series of complicated and often arbi- 
trary computations.” (32) 

Where a business has not purchased goodwill there will be general 
agreement among accountants with Paton’s conclusion that :—‘it 
would be quite out of line with the purposes of accounting, to increase 
or decrease recorded assets—generally measured by costs incurred—by 
the amount of a fluctuating factor hased upon the estimated value of 
the earning power of the capital employed in the particular setting. The 
managers, investors, and others involved expect the accountant to main- 


$1. Accounting Theory, p. 317. 
82. Goodwill and Other Intangibles, p. 144. 
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tain a record of the commitments on which it is hoped a return will be 
realised ; the adjustment of asset balances to match the level of antici- 
pated income would result in an obscuring of the essential relationships 
im which all parties are interested.” (33) 

In those cases where a business has purchased goodwill it should be 
recorded at cost. This leads us to the next problem. Should goodwill, 
which has been purchased, be amortized out of subsequent profits and, 
if so, on what basis? My own view is that generally it should be, but 
the authorities are far from in agreement. We have seen that where 
goodwill is purchased it is generally in the nature of an immediate pay- 

’ ment for the prospective right to earn above normal profits. There is, in 
these circumstances, a direct relationship between the investment on the 
one hand and the subsequent profits as received on the other hand. In 
some instances, however, the basis of the goodwill purchase may not be 
calculated by reference to estimated future super profits, as where 
the goodwill payment is made in order to avoid the costs of establishment. 
As a general rule however the payment for goodwill is made in the 
hope and in the belief that the expenditure so incurred will be recaptured 
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cut of the superior earnings of the business in the future. a 
It is desirable at this stage that we should note that where the pur- c 
chase is in the nature of locality goodwill, i.e., a premium for a lease, a 
the Income Tax Assessment Act makes provision for the amortization of 7 
the cost as a deduction from the assessable income. This concession a 
however does not apply to the purchase of other forms of goodwill. We * 
can observe therefore one persuasive reason why in practice, in the * 
case of private companies at least, purchased goodwill is not written off bu: 
out of profits as, where this is done, it would introduce complications in - 
relation to the amount of profit available for distribution where undis- - 
tributed profits tax has been levied. But we are not primarily concerned wit 

with income tax considerations to-night, although in practice it must 
be admitted that sound accounting standards frequently have to be l 
sacrificed on the grounds of income tax expediency. To return to the #™U 
main theme, I can do no better than supply you with the views of 9 ‘4 
prominent accountants who have expressed themselves on this problem. § 
Those who consider that purchased goodwill should not be written off } 
have given the following reasons— a 
ap 


Barton—‘‘Assuming that goodwill has been brought in the books at a 
proper valuation and that the business is being conducted along sound é 
lines it is not necessary that any provision should be made for deprecia- § Tesy 
tion of the asset as under such circumstances it would tend to has 









appreciate rather than depreciate in value.” (34) vieN 
Montgomery—‘“It is not the practice and it is generally impractical to § £°° 
attempt to depreciate goodwill.” (35) this 
Sanders, Hatfield & Moore—‘“The regular amortization of goodwill 1s . 
not considered imperative . . . Such a treatment however is not considered the 
objectionable.” (36) . 
Dicksee—Goodwill does not depreciate . . . The amount at which ff, 
goodwill is stated in a balance sheet is never supposed to represent either § of . 
its maximum or its minimum value . . . In as much therefore as nobody § ,,,, 
can be deceived by its retention there is no necessity for the goodwill In | 
account to be written down.” (37) whe 
May—‘“Accounting does not attempt to provide for a decline in com- pur 
mercial value of an enterprise as a whole . . . and it is probably notg ,. 
33. Advanced Accounting, p. 402. 39 
34. Australasian Advanced Accountancy (Ninth Edition), p. 90. 40 
35. Auditing Theory and Practice (Sixth Edition), p. 498. 41 
36. A Statement of Accounting Principles, p. 69. . 


. Auditing (Eleventh Edition), p. 210. 
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desirable that it should attempt to do so. In these circumstances it is 
difficult to see why accounting authority should call for or favour writing 
off intangible assets when earning capacity is unimpaired as some 
propose.” (38) 

Seed—“TIf a concern is prosperous and there are more profits than 
it is considered desirable to distribute it might be suggested that goodwill 
should be written down out of these profits. But it is in precisely these 
same circumstances that the value of the goodwill is most likely to be 
maintained and the need for its amortization less pronounced. On the 
other hand if profits are small or non-existent so that goodwill is 
obviously diminished or disappeared and the need for writing it down 
would appear to be greater it may be found difficult or impossible to write 
it down.” (39) 

The opposite view has been put by the following authorities— 


Paton and Littleton—“The cost of goodwill included in the purchase 
price of a going concern is essentially the discounted value of the 
estimated excess earning power—the amount of the net income antici- 
pated in excess of income sufficient to clothe the tangible resources in- 
volved with a normal rate of return. Thus purchased goodwill represents 
an advance recognition of a debit for a portion of income that is 
expected to materialize latér. It follows that the amount expended 
for goodwill should be absorbed by revenue charges—during the period 
implicit in the computation on which the price paid was based—in order 
that the income not paid for in advance may be measured. This con- 
clusion is supported by the fact that there is ample evidence in available 
business histories to show that extraordinary earning power cannot be 
expected to persist indefinitely. An investment in anticipated excess 
earnings should be construed as a temporary investment, recoverable 
within a period of a few years.” (40) 


Leake—“It is obvious that the accounting value of purchased goodwill 
must diminish and in fact it diminishes rapidly year by year and con- 
sequently it should be gradually written off . . . Commercial super profit 
cannot arise in perpetuity.” (41) 

Yang—‘The logical principle seems to be that the goodwill should 
be written off during the periods for which the excess earnings were 
capitalised when calculating the purchase price.” (42) 


Accountants’ Handbook—“There is a wide difference of opinion with 
respect to the question of amortization of goodwill, assuming that it 
has been recognized in a proper way in the first place. According to one 
view the cost of the goodwill may be maintained on the books as a 
good asset as long as the earnings are maintained at or above the level 
implicit in the original value placed upon the intangible. The objection to 
this treatment lies in the fact that in general the conditions which give 
rise to excess earnings cannot be assumed to be permanent, and hence that 
the value of such earnings as of any particular point of time is subject 
to amortization.” (43) 

From the foregoing views it is apparent that at least on the grounds 
of accounting theory this problem of whether and in what circum- 
stances purchased goodwill should be written off remains unresolved. 
In practice however the question is largely decided by financial policy and 
where the policy being followed by management is a conservative one, 
purchased goodwill is generally written off. 


38. Financial Accounting, p. 154. 
39. Goodwill as a Business Asset, p. 171. 
40. An Introduction to Corporate Accounting Standards, pp. 92-93. 
41. Commercial Goodwill (Third Edition), p. 80. 
42. Goodwill and Other Intangibles, p. 196. 

. Accountants’ Handbook (Third Edition), p. 849. 
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CoNCLUSION. 


This being the third and my last lecture under the arrangement made 
by the Commonwealth Institute of Accountants with the Australian 
Universities, I wish to express to the Institute my grateful appreciation 
for the opportunity which has been given to me to participate in this 
scheme of accountancy research lectures. I also want to thank the 
executives of the Universities at which I have been privileged to 
deliver my lectures for the many courtesies which have been extended to 
me. 

Mine has indeed been a very small contribution, but if I have helped 
in any way to promote a closer relationship between the profession and 
the Universities, if I have assisted in making more widely known the 
desirability of the accountancy students of the future being trained by 
our Universities, and if I have. been able to stress the importance of 
our practices being continually tested by a consideration of basic theories, 
then I have been amply rewarded for the time which I have spent with 
so much personal interest and profit on this work. 





Book Review 


Executorship Accounts (Australia), by E. Bryan Smyth, a.F.1.A., A.1.1S. 
(The Law Book Co. of Australasia Pty Ltd.) 1946. Pages 152, 
Price 15/-. 

This publication should materially assist in allaying the trepidation with 
which most accountancy students and many practising accountants view 
the subject of “Executorship Accounts.” This fear, which is mainly 
psychological, is undoubtedly attributable to the fact that whilst there are 
several excellent books on Executorship Law and Accounts, they deal 
mostly with the legal aspect of the subject and devote insufficient space 
to actual accountancy. The author has successfully accomplished his aim 
in producing a concise and inexpensive book, well illustrated by carefully 
selected worked examples and adequately dealing with the subject. 

The section dealing with equitable apportionments (pages 69 to 86) is 
excellent, but in actual practice the apportionments demonstrated are not 
quite as simple as the author would lead readers to believe. This is 
attributable to the existence of different combinations of circumstances 
which render variations of treatment necessary, and even a specialist if 
executorship accounting finds it prudent, on occasions, to seek the opinion 
of the legal profession. Station properties have been dealt with in a small 
section at the end of the book, but in view of the importance of primary 
production to the economy of Australia the writer could, with advantag 
have amplified this particular branch of the subject, more especially as 
the treatment of livestock accounts in executorship accounting differs 
considerably from that in commercial accounting. 

C. L. JAMES. 
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